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Introduction 


EQUALIZATION  AND  FEDERALISM 

With  the  passage  by  the  Parliament  of  Westminster  of  the 
Canada  Act,  1982  and  its  proclamation  in  April  of  1982  by  Her 
Majesty  Queen  Elizabeth  II,  Canada  finally  completed  the  long- 
drawn-out  process  of  patriating  its  constitution.  Among  the  many 
noteworthy  features  of  the  new  constitution  was  its  enshrining,  for  the 
first  time,  of  the  principle  of  equalization.  Subsection  (2),  Section  36  of 
Part  III  of  the  Constitution  Act,  1982  states  that: 

Parliament  and  the  Government  of  Canada  are  committed  to 
the  principle  of  making  equalization  payments  to  ensure  that 
provincial  governments  have  sufficient  revenues  to  provide 
reasonably  comparable  levels  of  public  services  at  reasonably 
comparable  levels  of  taxation. 

This  provision  gives  constitutional  recognition  to  a  generally  accepted 
practice  in  our  federation.  Since  1982  was  the  twenty-fifth 
anniversary  of  Canada’s  first  formal  equalization  program,  the 
embodiment  of  the  equalization  principle  in  the  constitution  took  on 
added  significance. 

While  it  is  true  that  equalization  payments  are  an  important  part  of 
the  glue  that  binds  us  together  as  a  nation,  it  is  also  true  that  there  is 
no  necessary  role  for  equalization  payments  in  a  federal  state.  The 
Americans  do  not  have  an  equalization  program.  The  constitution  of 
the  German  federation  requires  income  transfers  from  the  rich  to  the 
poor  states.  Equalization  in  the  Australian  context  is  accomplished 
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via  the  transfer  of  income  tax  revenues  to  the  states:  the  poorer  states 
receive  a  larger  per  capita  share. 

Canada’s  equalization  program  is  more  comprehensive  and  more 
generous  than  equivalent  programs  in  other  federations.  Effectively, 
equalization  now  takes  into  account  all  provincial  and  local  revenues 
(some  thirty-odd  of  them),  thereby  ensuring  that  each  province’s 
aggregate  per  capita  revenues  are  brought  up  to  some  agreed-upon 
standard.  Under  the  present  program,  the  standard  is  established  by 
applying  national  average  tax  rates  to  the  average  per  capita  tax  base 
in  five  designated  provinces  (British  Columbia,  Saskatchewan, 
Manitoba,  Quebec,  and  Ontario).  In  terms  of  the  dollar  amounts 
involved,  two  provinces  (Newfoundland  and  Prince  Edward  Island) 
will  receive  roughly  $1,000  per  capita  in  equalization  payments  for 
fiscal  year  1983-84,  with  the  remaining  recipient  provinces  receiving 
lesser  amounts. 

One  could  discuss  at  considerable  length  the  various  dimensions  of 
the  Canadian  equalization  program — political,  economic,  historical, 
and,  more  recently,  constitutional.  Indeed,  this  is  the  purpose  of  the 
present  study— to  provide  a  comprehensive  analysis  of  the  theory  and 
workings  of  Canada’s  equalization  systems,  past  and  present,  with 
some  reflections  on  options  for  the  future.  The  remainder  of  this 
introductory  chapter  addresses  the  design  of  the  analysis  that  follows. 

OUTLINE  OF  THE  STUDY 
Part  II:  The  history  of  equalization 

Chapter  2  traces  the  evolution  of  equalization  payments  from  the 
statutory  subsidies  that  were  part  of  the  British  North  America  Act  to 
the  new  representative  five-province-standard  version  of  the  program 
and  to  the  enshrining  of  the  principle  of  equalization  in  the 
constitution.  Included  in  this  historical  chronicle  are  references  to  the 
Rowell-Sirois  Commission’s  'National  Adjustment  Grants’,  the 
forerunner  of  the  modern  equalization  program,  and  to  the  many 
changes  in  the  formal  equalization  program  since  its  inception  in 
1957.  While  the  focus  of  the  remainder  of  the  study  will  be  on  the 
formal  equalization  program,  Chapter  2  discusses  equalization  in  a  far 
broader  context.  Guaranteeing  all  Canadians  access  to  certain  public 
services  at  average  tax  rates  can  be  accomplished  in  ways  other  than 
via  a  formal  equalization  program.  For  example,  a  transfer  of 
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constitutional  responsibility  for  some  expenditure  areas  from  the 
provinces  to  the  federal  government  would  also  tend  to  ensure  that  all 
Canadians  had  roughly  equal  access  to  these  services.  Similarly,  the 
structure  of  major  federal-provincial  programs,  such  as  funding  for 
medicare  and  for  post-secondary  education,  can  at  times  incorporate 
'equalizing’  features.  Thus,  the  historical  survey  addresses  the 
broader  range  of  interprovincial  transfers  of  which  the  formal 
equalization  program  is  now  an  integral  part.  Indeed,  much  of  the 
analysis  proceeds  in  terms  of  the  quinquennial  Fiscal  Arrangements 
Acts,  which  provide  the  legislative  framework  for  the  equalization 
program.  The  chapter  concludes  with  a  brief  outline  of  the  new 
equalization  program.  This  sets  the  stage  for  much  of  the  rest  of  the 
book — a  description  and  an  evaluation  of  the  transition  from  the  old 
to  the  new  program. 

Part  III:  Equalization  payments:  theoretical  underpinnings 

Chapter  3  is  devoted  to  an  analysis  of  the  theory  of  equalization.  The 
first  few  sections  of  the  analysis  focus  on  those  arguments  for 
equalization  that  are  primarily  political  in  nature  (e.g.,  the 
'federalism’  and  'nationhood’  arguments).  The  remainder  of  the 
chapter  deals  in  one  way  or  another  with  what  can  be  referred  to  as 
the  'economic’  arguments  for  equalization — efficiency  and  equity. 
Much  of  this  analysis  is  motivated  by  the  recent  flurry  of  research 
related  to  the  economic  underpinnings  of  equalization  payments. 
Special  consideration  is  given  to  the  role  of  resource  rents  and  the 
manner  in  which  they  might  influence  the  conception  and  design  of  an 
equalization  program.  The  chapter  concludes  with  a  review  of  the 
recent  empirical  literature  relating  to  the  impact  of  equalization 
payments  on  such  things  as  the  mobility  of  labour  and  capital  across 
provinces. 

Part  IV:  The  way  we  were:  the  representative  national-average 
standard  (RNAS)  equalization  system 

Chapters  4  and  5  focus  on  the  previous  (1977-82)  equalization  system. 
While  this  approach  to  equalization  is  often  referred  to  as  the 
'representative  tax  system’  approach,  for  the  purposes  of  this 
monograph  it  will  be  referred  to  as  the  ’representative  national- 
average  standard’,  or  RNAS  for  short.  It  may  appear  somewhat 
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peculiar  to  spend  considerable  time  and  effort  on  a  version  of  the 
equalization  scheme  that  has  now  been  superseded.  The  justification 
for  such  an  approach  is  basically  fourfold.  First  of  all,  one  objective  of 
the  study  is  to  describe  and  to  comprehend  the  process  by  which 
Canada  moved  from  the  old  to  the  new  formula.  For  this  purpose  an 
understanding  of  what  went  before  is  essential.  Second,  the  RNAS 
equalization  formula  effectively  equalized  revenues  to  the  all¬ 
province  or  national-average  level,  whereas  the  new  formula  (referred 
to  as  the  'representative  five-province  standard’  or  RFPS  approach) 
equalizes  revenues  to  the  average  level  of  five  'representative’ 
provinces.  Depending  on  one’s  perspective,  this  can  be  viewed  as 
either  a  backward  or  a  forward  step  in  the  conceptual  evolution  of 
equalization  payments.  In  any  event,  the  likelihood  is  that  future 
alterations  in  the  formula  will  attempt  to  combine  selected  features  of 
both  the  old  and  new  approaches.  Third,  many  of  the  theoretical 
features  and  the  incentives  embodied  in  the  old  formula  carry  over  to 
the  new  version.  Indeed,  an  essential  component  of  the  evaluation  of 
the  RFPS  approach  will  be  to  compare  and  contrast  it  with  the  RNAS 
version.  Finally,  while  there  was  general  agreement  that  the  RNAS 
formula  had  served  the  nation  well,  there  was  also  an  emerging 
consensus  that  there  were  problems  associated  with  the  RNAS  that 
necessitated  some  revision  of  the  equalization  system.  Part  IV  focuses 
in  detail  on  these  problems.  One  of  the  major  conclusions  of  this  book 
is  that  the  new  equalization  program  is  probably  best  understood  not 
so  much  in  terms  of  historical  or  theoretical  considerations  but  rather 
as  an  ingenious  solution  to  the  problems  that  were  perceived  to  beset 
the  RNAS  approach. 

Part  V :  Options  forgone 

Parts  II,  III,  and  IV  of  the  study  establish,  respectively,  the  historical, 
theoretical,  and  practical  background  for  evaluating  the  new 
equalization  program.  Part  V  focuses  on  some  of  the  many  alternative 
approaches  to  equalization  that  were  suggested  from  various  quarters 
but  were,  for  one  reason  or  another,  rejected.  These  proposals  are  of 
interest  in  their  own  right.  They  are  also  of  interest  because  they  are, 
for  the  most  part,  geared  to  solving  one  or  more  of  the  problems 
associated  with  the  previous  formula.  Most  of  these  proposals  will  be 
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also  evaluated  in  the  light  of  the  theoretical  background  developed  in 
Chapter  3. 

Separate  chapters  are  devoted  to  three  types  of  forgone  options. 
Chapter  7  deals  with  'macro’  formulas.  The  essence  of  a  macro 
formula  is  the  replacement  of  the  thirty-odd  individual  tax  bases  that 
make  up  the  tax  approach  by  a  single  (or  macro)  tax  base,  such  as 
personal  income.  Chapter  8  focuses  on  the  range  of  alternatives  that 
have  been  suggested  for  accommodating  resource  revenues.  The 
analysis  includes  discussions  of  'two-tier  systems’,  'interprovincial 
revenue-sharing  pools’,  and  proposals  that  attempt  to  circumvent  the 
problems  associated  with  the  fact  that  resources  are  frequently 
provincially  owned  and  the  fact  that  Section  125  of  the  constitution 
states,  in  effect,  that  the  Crown  cannot  tax  the  Crown.  As  in  the 
previous  chapter,  these  alternatives  are  accompanied,  wherever 
possible,  by  numerical  analyses  that  allow  comparison  with  the  new 
equalization  formula. 

Chapter  9  presents  the  outlines  of  an  approach  to  equalization  that 
is  designed  to  reflect,  as  far  as  is  possible,  the  formal  wording  of  the 
new  constitutional  provision  with  respect  to  equalization.  Whereas 
all  other  equalization  programs  (actual  or  potential)  discussed  in  this 
study  focus  on  equalizing  revenues,  this  approach  deals  with  both  the 
revenue  and  expenditure  sides  of  provincial  budgets.  In  the 
equalization  jargon,  it  embraces  the  notion  of  'fiscal 
need’ — equalization  payments  are  determined  by  a  province’s 
expenditure  needs  in  relation  to  its  revenue  means.  Included  in  the 
chapter  is  a  brief  discussion  of  the  Australian  equalization  program, 
which  is  modelled  on  the  concept  of  fiscal  need. 

The  last  chapter  in  Part  V  reviews  two  quasi-official  documents 
that  appeared  during  the  period  leading  up  to  the  enacting  of  the  new 
equalization  program.  These  are  the  report  of  the  Parliamentary 
Task  Force  on  Federal-Provincial  Fiscal  Arrangements  and  the  report 
on  refinancing  confederation  by  the  Economic  Council  of  Canada. 

Part'VI:  The  1982-87  equalization  formula:  the  representative 
five-province  standard 

Three  chapters  are  devoted  to  Canada’s  new  equalization  formula. 
Chapter  11  traces  developments  from  the  initial  federal  proposal — the 
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Ontario  standard,  introduced  in  the  November  1981  federal 
budget — through  to  the  passage  of  the  1982  Fiscal  Arrangements  Act, 
which  incorporates  the  new  program,  the  representative  five- 
province-standard  approach  to  equalization. 

Chapter  12  focuses  in  detail  on  the  workings  of  the  new  program.  It 
includes  a  series  of  tables  that  present  equalization  estimates  by 
province  for  fiscal  year  1982-83  and  compares  them  with  the  flows 
that  would  have  occurred  had  the  RNAS  system  been  extended. 

The  final  substantive  chapter  evaluates  the  new  program.  This 
evaluation  is  conducted  with  reference  to  both  the  previous  system 
and  to  the  'options  forgone’.  Moreover,  attention  is  directed  to  the 
degree  to  which  the  new  program  conforms  to  the  theoretical 
underpinnings  of  equalization  as  outlined  in  Chapter  3. 

Part  VII:  Conclusion 

A  brief  conclusion  completes  the  study.  Its  role  is  to  summarize  where 
we  have  been  and  where  we  are  likely  to  go  with  respect  to 
equalization.  In  addition,  the  discussion  reverts  once  again  to  the 
more  general  context  of  evaluating  the  past  and  future  role  for 
equalization  within  the  framework  of  an  economic  theory  of 
federalism. 

THE  ANATOMY  OF  AN  EQUALIZATION  PROGRAM 

This  outline  may  leave  the  reader  with  the  impression  that  there  are 
literally  countless  options  available  when  it  comes  to  designing  an 
equalization  program.  And  no  doubt  this  is  true.  It  is  also  true, 
however,  that  this  varied  menu  of  alternatives  arises  from 
juxtaposing  a  much  smaller  number  of  key  components.  Generally 
speaking,  there  are  a  few  basic  questions  that  can  be  asked  about  any 
equalization  program:  What  determines  the  size  of  the  equalization 
pie?  How  is  the  pie  allocated?  How  is  the  program  funded7 

In  the  Canadian  context,  the  size  and  the  allocation  of  equalization 
have  tended  to  be  jointly  determined.  Hence,  when  evaluating  the 
alternatives  in  this  study  one  can  normally  ask  the  following  four 
questions: 

1  What  revenue  (or  expenditure)  categories  will  be  eligible  for 
equalization? 
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2  How  will  provincial  fiscal  capacities  (deficiencies  and  excesses)  be 
defined? 

3  What  is  the  standard  for  equalization?  That  is,  up  to  what  level  will 
provincial  revenues  be  equalized? 

4  How  will  the  program  be  funded? 

All  of  the  equalization  formulae  that  appear  in  this  book  can  be 
analysed  or  evaluated  in  terms  of  how  they  deal  with  these  four  issues. 
In  order  to  maintain  perspective  while  going  from  proposal  to 
proposal,  the  reader  may  wish  to  refer  back  to  these  four  principles 
from  time  to  time.  For  my  part,  I  shall  also  attempt  to  address  the 
various  alternatives  from  this  vantage  point. 
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THE  HISTORY  OF  EQUALIZATION 


2 

The  evolution  of  equalization 
payments 


The  purpose  of  this  chapter  is  to  trace  the  historical  roots  of  Canada’s 
equalization  program.  Appropriately  enough,  the  historical  survey 
begins  with  the  provisions  of  the  British  North  America  (BNA)  Act 
(now  referred  to  as  the  Constitution  Act,  1867)  and  ends  with  the 
enshrining  of  equalization  in  the  Constitution  Act,  1982.  For  the 
purposes  of  this  overview,  'equalization’  will  be  interpreted  rather 
broadly.  Canadians  typically  view  equalization  payments  as  transfers 
to  'poor’  provinces  in  order  that  they  may  provide  some  basic  level  of 
public  services  without  resorting  to  unduly  high  tax  rates.  However, 
this  is  a  rather  restrictive  definition  of  equalization  because  the 
provision  of  a  basic  level  of  public  services  to  citizens  in  the  'poor’ 
provinces  can  be  accomplished  by  means  other  than  a  formal 
equalization  program.  For  example,  in  1940  (effective  1941)  the  BNA 
Act  was  amended  to  allow  the  Parliament  of  Canada  to  take  over 
responsibility  for  the  provision  of  unemployment  insurance.  This 
transfer  of  power  from  the  provinces  to  Ottawa  implies  that  citizens  in 
all  provinces  will  have  access  to  this  basic  service  without  the  burden 
of  unduly  high  taxes,  and  thus  it  accomplishes  the  goals  associated 
with  equalization.  Likewise,  the  1977  Fiscal  Arrangements  Act 
contained  a  major  overhaul  of  the  so-called  'established  programs’ 
(medicare,  hospital  insurance,  and  post-secondary  education). 
Originally,  the  costs  of  these  programs  were  shared  equally  by  the 
provinces  and  the  federal  government.  Under  the  1977  legislation  the 
federal  contributions  became,  effectively,  equal-per-capita 
unconditional  grants  to  the  provinces.  Most  of  the  provinces  that 
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presently  qualify  for  equalization  benefited  substantially  under  the 
new  arrangements.  This  too  amounts  to  an  equalization-like  transfer: 
the  additional  monies  allow  these  provinces  to  provide  more  in  the 
way  of  basic  services  without  raising  tax  rates.  Thus,  it  is  both 
appropriate  and  necessary  to  document  the  development  of  the  formal 
equalization  formula  in  the  context  of  the  broad  range  of  other  policy 
instruments  designed  to  provide  more  equal  access  to  public  services 
for  all  Canadians. 

This  being  said,  let  me  assure  the  reader  that  I  am  not  going  to 
review  the  entire  history  of  federal-provincial  relations.  Those 
interested  in  a  blow-by-blow  account  of  the  evolution  of  the  financial 
aspects  of  fiscal  federalism  should  consult  Moore,  Perry,  and  Beach 
(1966). 1  My  purpose  is  far  more  limited— namely,  to  highlight  the 
historical  developments  necessary  to  an  understanding  of  the  role  of 
equalization  payments  in  our  federation. 

THE  STATUTORY  SUBSIDIES 

>- 

The  BNA  Act  gave  the  federal  government  the  power  to  raise  revenue 
by  'any  mode  of  taxation’.  It  restricted  the  provinces  to  levying  direct 
taxes  and  to  raising  revenues  from  the  public  domain.  In  1867,  and  for 
a  long  time  thereafter,  the  principal  sources  of  government  revenue 
were  customs  and  excises.  Since  these  were  indirect  taxes,  they  were 
the  preserve  of  the  federal  government.  This  meant  that  the  provinces 
lost  their  principal  source  of  revenue:  prior  to  Confederation,  excise 
taxes  constituted  about  80  per  cent  of  the  colonies’  revenues.  Thus, 
some  method  had  to  be  devised  to  ensure  that  the  new  provinces  had 
sufficient  funds  to  carry  out  their  constitutional  responsibilities. 

This  goal  was  accomplished  in  part  through  a  series  of  grants  and 
subsidies.  There  were  basically  three  grant  schemes.  One  was 
intended  to  support  the  expenses  of  provincial  governments.  Under 
this  scheme,  Ontario  received  $80,000,  Quebec  $70,000,  Nova  Scotia 
$60,000,  and  New  Brunswick  $50,000.  A  second  subsidy  was  the 
federal  government’s  assumption  of  the  debts  of  the  four  provinces. 
However,  by  far  the  most  significant  grants  were  the  per  capita  or 
'statutory’  subsidies:  each  province  received  80  cents  per  capita  up  to 
a  maximum  of  400,000  persons.  The  sentiment  at  the  time  of 
Confederation  was  for  uniform  treatment,  but  because  the  financial 
positions  of  the  two  Maritime  Provinces  were  worse  than  those  of 
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Quebec  and  Ontario  the  ceiling  of  400,000  persons  was  imposed. 
Moreover,  New  Brunswick  was  given  a  special  grant  of  $63,000  per 
year  for  ten  years,  and  later  Nova  Scotia  was  given  an  annual  grant  of 
$83,000,  also  for  ten  years. 

While  it  may  be  stretching  the  point  somewhat,  it  is  possible  to 
argue  that  the  concept  of  equalization  is  embodied  in  these  subsidies. 
In  effect,  they  were  tailored  to  provide  more  assistance  to  the  two 
Maritime  Provinces  than  to  the  central  provinces.  This  is  especially 
true  of  the  special  grants  made  in  recognition  of  fiscal  need  to  Nova 
Scotia  and  New  Brunswick.  Thus,  those  interested  in  tracing  the 
concept  of  equalization  payments  to  provinces  back  to  the  BNA  Act 
need  look  no  further  than  these  statutory  subsidies. 

It  is  interesting  to  note  that  in  the  immediate  post-Confederation 
years  the  series  of  grants  and  subsidies  incorporated  in  the  BNA  Act 
accounted  for  between  80  and  90  per  cent  of  the  provincial  revenues  of 
Nova  Scotia  and  New  Brunswick  and  between  one-half  and  two-thirds 
of  revenues  in  Ontario  and  Quebec  (Moore,  Perry,  and  Beach  1966,  2). 
Subsidies  paid  to  the  provinces  represented  about  20  per  cent  of 
federal  revenues. 

In  spite  of  the  provision  that  these  transfers  to  the  provinces  were 
'to  be  in  full  settlement  of  all  future  demands  upon  the  General 
Government  for  local  purposes’,  such  was  not  to  be  the  case.  This  is 
hardly  surprising,  since,  as  new  provinces  entered  the  federation, 
amendments  to  the  subsidy  schemes  became  virtually  inevitable. 
Three  revisions  were  particularly  important.  In  1907,  the  subsidy 
aspect  of  the  BNA  Act  was  amended  to  increase  the  ceiling  for  the  80 
cent  per  capita  subsidy  from  400,000  to  2.5  million  persons,  and  to  add 
a  60  cent  per  capita  subsidy  for  population  in  excess  of  this  ceiling. 
After  this  1907  revision,  statutory  subsidies  amounted  to  about  $9 
million,  compared  with  $3  million  at  the  time  of  Confederation. 

The  other  two  modifications  of  the  statutory  subsidies  prior  to  1940 
were  the  result  of  investigations  into  the  fiscal  needs  of  particular 
provinces.  In  1926,  the  Duncan  Royal  Commission  recommended 
increased  unconditional  grants  to  the  three  Maritime  Provinces  that 
effectively  doubled  their  statutory  subsidies.  The  White  Royal 
Commission  of  1934  recommended  substantial  hikes  in  the  Duncan 
payment  to  the  Maritime  Provinces  and  also  instituted  special  grants 
to  the  depression-ridden  prairies.  Because  of  disastrous  crop  failures, 
Saskatchewan  was  provided  with  additional  grants  of  $2  million  in 
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1938  and  1939.  All  of  these  measures  were,  in  fact,  intended  to  assist 
those  provinces  whose  fiscal  capacities  were  such  that  they  could  not 
provide  services  to  their  citizens  comparable  to  those  available  in 
central  Canada,  although  it  was  not  until  the  Rowell-Sirois 
Commission  of  1937  that  this  phraseology  was  used. 

As  of  1939,  these  statutory  subsidies  and  special  grants  totalled 
nearly  $22  million.  As  late  as  1926,  they  constituted  almost  the  entire 
federal  transfer  to  the  provinces  (see  Table  2.1).  By  1939,  however, 
they  were  no  longer  the  main  sources  of  federal  grants  to  the 
provinces.  It  is  now  time  to  focus  on  some  of  these  other  aspects  of 
federal-provincial  finance. 

THE  GROWTH  OF  PROVINCIAL  DIRECT  TAXES  AND  THE 
INTRODUCTION  OF  FEDERAL  CONDITIONAL  GRANTS 

Despite  the  increases  in  the  statutory  subsidies,  federal  transfers  as  a 
percentage  of  provincial  revenues  fell  almost  continuously  from  1867 
to  1930.  Figure  2.1  reveals  this  very  clearly.  In  1868,  federal 
transfers  accounted  for  55  per  cent  of  total  provincial  revenues.  By 
1930,  this  figure  had  fallen  to  less  than  10  per  cent.  Transfers  to  the 
provinces  also  fell  as  a  percentage  of  federal  revenues:  from  20  per 
cent  in  1868  to  less  than  5  per  cent  in  1930.  What  these  two  curves 
imply  is  that  overall  provincial  revenues  in  this  period  expanded 
considerably  faster  than  federal  expenditures.  Or,  to  phrase  the  point 
differently,  provincial  responsibilities,  which  were  modest  at  the  time 
of  Confederation  and  expected  to  remain  so,  expanded  well  beyond  the 
expectations  and  probably  beyond  the  desires  of  the  founding  fathers. 
Figure  2.2  reflects  part  of  this  mushrooming  of  provincial  revenues 
and  responsibilities,  although  the  data  in  the  figure  only  begin  in 
1925.  The  provincial  share  of  total  own-source  revenues  rose  from 
under  55  per  cent  in  1925  to  nearly  70  per  cent  at  the  onset  of  the 
Great  Depression  (Panel  A  of  Figure  2.2).  It  will  provide  some 
perspective  to  note  that  the  provincial  share  of  own-source  revenues  at 
the  time  of  Confederation  was  only  27  per  cent.  In  one  sense,  the  early 
1930s  represented  the  high  point  of  provincial  financial  autonomy  in 
Canada.  Even  in  1980,  the  provincial/local  government  sector 
collected  nowhere  near  70  per  cent  of  aggregate  own-source 
government  revenues. 
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TABLE  2.1 

Federal  statutory  subsidies,  grants,  and  conditional  subsidies  paid  to  provinces  1868-1946  ($  millions) 
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Figure  2.1 

Federal  payments  to  provinces  as  a  percentage  of  federal  and 
provincial  revenues 


SOURCE:  Author’s  own  calculations. 


Panel  B  of  Figure  2.2  presents  the  federal  and  provincial/local 
shares  after  intergovernmental  transfers.  The  provincial/local  peak  of 
close  to  80  per  cent  came  in  the  early  1930s.  Once  again  the  present 
level  is  lower,  but  not  by  nearly  as  much  as  it  is  in  the  case  of 
own-source  revenues.  Obviously  this  difference  reflects  the 
substantial  role  currently  played  by  federal  transfers  to  the  provinces. 
It  is  useful  to  note  that  the  division  in  1869  was  42  per  cent  for  the 
provinces  and  58  per  cent  for  the  central  government. 

The  massive  centralization  of  government  Finances  that  occurred 
during  the  Second  World  War,  which  is  captured  dramatically  in 
Figure  2.2,  will  be  dealt  with  later.  Our  present  concern  is  with  the 
pre-war  developments  and  particularly  with  the  decline  in  federal 
transfers  as  a  proportion  of  provincial  revenues  up  to  1930  and  the 
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Figure  2.2 
Panel  A 

Distribution  of  own  source  revenues 
by  order  of  government 
(national  accounts  basis) 

% 


Years 


Panel  B 

Distribution  of  revenue  after  transfers 
by  order  of  government 
(national  accounts  basis) 

% 


Years 


SOURCE:  Bastien  (1981),  Graphs  1  and  2. 


sharp  reversal  of  this  decline  during  the  Depression. 

As  noted  above,  provincial  revenues  grew  much  faster  than  federal 
revenues  over  the  first  half-century  of  Confederation.  The  bulk  of  this 
growth  occurred  because  the  provinces,  hard  pressed  to  meet  their 
expenditure  responsibilities,  took  rapidly  increasing  advantage  of 
their  powers  of  direct  taxation.  They  achieved  substantial  revenues 
from  new  sources:  taxes  on  gasoline,  monopoly  control  over  the  sale  of 
liquor,  and  revenues  from  vehicle  licenses. 

Although  the  federal  government  also  entered  the  direct  taxation 
field  (with  a  tax  on  corporate  profits  in  1916  and  a  personal  income  tax 
in  1917),  indirect  taxes  remained  the  mainstay  of  federal  revenues:  as 
late  as  1921,  90  per  cent  of  federal  revenue  was  obtained  from  indirect 
taxes  (Strick  1973,  97).  One  notable  piece  of  information  regarding 
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the  growth  of  provincial/local  revenues  relative  to  federal  revenues  is 
that  over  the  decade  of  the  1920s  the  former  doubled  whereas  the 
latter  actually  declined. 

All  changed  during  the  Depression: 

Both  the  federal  and  provincial  governments  attempted  to 
prevent  revenues  from  declining  during  the  Depression  by 
increasing  taxes.  The  federal  government  increased  its  sales 
tax  from  1  per  cent  to  8  per  cent,  doubled  the  personal  income 
tax,  and  imposed  new  import  duties.  The  provinces  increased 
the  gasoline  sales  tax  by  50  per  cent  and  raised  succession 
duties  and  flat-rate  taxes  on  corporations.  By  1940,  all 
provinces  were  taxing  personal  and  corporate  incomes,  and 
Saskatchewan  and  Quebec  had  introduced  a  retail  sales  tax. 
There  was  little  or  no  cooperation  between  the  federal  and 
provincial  governments  in  taxation  as  both  governments 
scrambled  for  revenues  and  produced  a  chaotic  tax  jungle  of 
joint  occupancy,  high  tax  rates,  duplication  of  administrative 
machinery,  and  regressiveness  in  taxation  which  contributed 
to  the  severity  of  the  Depression  by  undermining  business 
confidence  and  incentives.  (Strick  1973,  98) 

This  was  part  of  the  background  that  led  to  the  creation  of  the  Royal 
Commission  on  Dominion-Provincial  Relations  (the  Rowell-Sirois 
Commission),  which  will  be  discussed  shortly. 

The  'uncoordinated  efforts  of  all  governments  to  maintain 
solvency’,  which  reduced  'the  tax  system  to  chaos’  (Moore,  Perry,  and 
Beach  1966,  10)  was  only  one  impact  of  the  Depression  on 
intergovernmental  finance.  The  Depression’s  other  major  impact  was 
that  it  forced  the  federal  government  to  greatly  increase  its 
intergovernmental  and  interregional  transfers  of  funds.  Some  of  the 
transfers  fell  under  the  heading  of  statutory  subsidies.  However,  as 
Table  2.1  makes  very  evident,  these  transfers  were  quickly  dwarfed  by 
Ottawa’s  efforts  in  the  areas  of  old-age  pensions  and  relief.  The  1926 
old-age  pension  plan  was  not  the  first  federal  shared-cost  or 
conditional  grant  initiative,  but  it  was  certainly  the  most  important, 
since  it  represented  the  federal  government’s  first  major  experiment 
in  the  social  welfare  area.  This  50  per  cent  cost-sharing  arrangement 
with  the  provinces  was  superseded  in  1952,  when,  by  virtue  of  a  1951 
amendment  to  the  BNA  Act,  Ottawa  assumed  full  responsibility  for 
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old-age  pensions.  Although  this  action  may  appear  to  be  unrelated  to 
the  concept  of  equalization,  the  assumption  of  a  provincial 
responsibility  by  the  federal  government  did  accomplish  much  the 
same  end:  all  citizens,  even  the  residents  of  poor  provinces,  now  had 
equal  access  to  the  transferred  services. 

Much  the  same  route  was  followed  with  respect  to  a  significant 
portion  of  the  other  major  federal  government  transfer  to  the 
provinces  during  the  Depression — relief  for  the  unemployed.  Pay¬ 
ments  of  nearly  $500  million  were  made  to  the  provincial 
governments  to  help  them  finance  their  unemployment  assistance 
programs  during  the  1930s.  In  1940,  an  amendment  to  the  BNA  Act 
transferred  responsibility  for  unemployment  insurance  from  the 
provincial  to  the  federal  domain. 

As  Figure  2.1  indicates,  federal  transfers  to  the  provinces  as  a 
proportion  of  provincial  revenues  mushroomed  from  10  per  cent  to  45 
per  cent  between  1930  and  1935.  However,  the  rise  in  the  proportion 
of  federal  revenues  devoted  to  provincial  transfers  was  much  smaller, 
a  circumstance  that  reflects  both  the  greater  collapse  of  provincial  tax 
bases  during  this  period  and  Ottawa’s  resurgence  as  a  tax  collector. 

Thus  far,  the  analysis  has  provided  some  evidence  that  the  concept 
of  equalization  can  be  traced  to  the  BNA  Act  itself,  and  it  has  also 
identified  two  areas  (old-age  pensions  and  unemployment  insurance) 
where  equalization  in  the  very  broad  sense  of  the  term  can  be  said  to 
have  been  achieved.  However,  the  philosophical  underpinnings  of 
Canada’s  present  equalization  programs  are  really  to  be  found  in  the 
work  of  the  Rowell-Sirois  Commission,  to  which  I  now  turn. 

THE  ROWELL-SIROIS  COMMISSION 

The  Royal  Commission  on  Dominion-Provincial  Relations  (more 
commonly  referred  to  as  the  Rowell-Sirois  Commission)  was  appointed 
in  1937.  Its  terms  of  reference  were: 

1  to  examine  the  constitutional  allocation  of  revenue  sources 
and  governmental  burdens  to  the  Dominion  and  provincial 
governments. ..and  its  suitability  to  present  conditions...; 

2  to  investigate  the  character  and  amount  of  taxes  collected 
from  the  people  of  Canada. ..and  to  determine  whether 
taxation  as  presently  allocated  and  imposed  is  as  equitable 
and  as  efficient  as  can  be  devised; 
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3  to  examine  public  expenditures  and  public  debts  in  general, 
in  order  to  determine  whether  the  present  division  of  the 
burden  of  government  is  equitable  and  conducive  to  efficient 
administration,  and  to  determine  the  ability  of  the  Dominion 
and  provincial  governments  to  discharge  their  governmental 
responsibilities  within  the  framework  of  the  present  allocation 
of  public  functions  and  powers,  or  on  the  basis  of  some  form  of 
reallocation  thereof; 

4  to  investigate  Dominion  subsidies  and  grants  to  provincial 
governments.  (Canada  1939, 1) 

The  report  of  the  Commission  remains  to  this  day  an  exciting, 
valuable,  and  relevant  document.  Among  the  Commission’s 
recommendations  were  the  following: 

— -that  the  federal  government  assume  the  responsibilities 
associated  with  unemployment  relief  and  old-age  pensions. 
[Amendments  to  the  BNA  Act,  in  1940  and  1952  respectively, 
incorporated  this  recommendation.! 

—  that  the  provinces  no  longer  tax  incomes  of  individuals  and 
corporations  because  these  ’national’  areas  of  taxation  would 
be  more  efficiently  administered  by  the  federal  government. 

—  that  the  ’chaotic  and  illogical’  statutory  grant  system  be 
replaced  with  'national  adjustment  grants’  to  be  made  to  the 
poorest  provinces  so  that  they  could  provide  public  services  of 
average  quality  without  placing  an  undue  tax  burden  on  their 
citizens.  (Bastien  1981,  10-11) 

In  addition,  and  partly  as  a  quid,  pro  quo  to  the  provinces  for 
relinquishing  the  personal  and  corporate  income  taxes,  the 
Commission  proposed  that  the  Dominion  assume  all  outstanding 
provincial  debts.  This  was  not  a  small  undertaking,  since  in  1937 
debt-servicing  absorbed  over  one-fifth  of  provincial  revenues. 

The  report  contained  many  other  recommendations  and  countless 
insights  into  the  political,  financial,  and  socioeconomic  interactions 
between  the  two  levels  of  government.  While  these  recommendations 
are  not  entirely  peripheral  to  the  present  volume,  even  a  short  survey 
of  them  would  take  us  too  far  afield.  However,  it  is  instructive  to  note 
in  passing  that  the  recommendation  for  transferring  the  income  taxes 
to  the  federal  level  referred  to  both  fiscal  efficiency  and  tax 
harmonization  and  thus  is  relevant  to  the  current  concern  over  the 
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fragmentation  of  the  'internal  common  market’.  The  one  area  of  the 
report  that  must  be  singled  out  for  elaboration  is  the  recommendation 
relating  to  the  National  Adjustment  Grants,  because  it  is,  in  fact,  a 
recommendation  for  equalization  payments. 

The  National  Adjustment  Grants 

The  rationale  for  the  National  Adjustment  Grants  is  best  explained  in 
the  Commission’s  own  words: 

The  constitutional  division  of  taxing  powers,  applied  to  the 
existing  regional  distribution  of  taxable  income,  has  produced 
surpluses  in  some  provincial  budgets,  and  in  others  deficits 
which  have  inevitably  been  reflected  in  reductions  in  those 
community  services  which  Canadians  have  come  to  look  on  as 
the  minimum  which  their  governments  should  supply.  As  a 
result  Canadian  citizens  in  some  provinces  are  receiving 
educational,  health,  and  other  social  services  much  inferior  to 
those  in  other  provinces  and. ..Canadian  citizens  in  some 
provinces  are  required  to  contribute  a  much  larger  portion  of 
their  income  to  the  government  of  the  province  than  those  in 
other  provinces.  (Canada  1939,  Book  II,  79) 

In  order  to  meet  the  desirable  goal  of 'average  standards  of  services  in 
every  province’  (ibid.,  83),  the  Commission  recommended: 

—  a  National  Adjustment  Grant  for  certain  provinces; 

—  an  emergency  grant  if  made  necessary  by  abnormal 
conditions. 

The  National  Adjustment  Grant  would  be  irreducible.  However, 
subject  to  review  by  an  independent  advisory  commission  every  five 
years,  an  increment  to  the  basic  grant  could  be  made  whenever  a 
'provincial  government  established  that  it  could  not  supply  Canadian 
average  standards  of  service  and  balance  its  budget  without  taxation 
(provincial  and  municipal)  appreciably  exceeding  the  national 
average  in  relation  to  income’  (ibid.).  Note  the  similarity  of  this 
phraseology  to  that  underlying  the  formal  equalization  program  and 
to  the  equalization  provision  now  enshrined  in  the  constitution. 

National  Adjustment  Grants  were  recommended  for  six  provinces. 
Ontario,  British  Columbia,  and  Alberta  were  deemed  by  the 
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Commission  to  be  able  to  provide  Canadian-average  levels  of  services 
without  the  aid  of  these  grants.  (Newfoundland,  of  course,  was  not  yet 
part  of  Canada.) 

There  was  no  specific  formula  for  calculating  the  grants.  Rather, 
the  Commission  delved  into  the  nitty-gritty  of  each  province’s 
financial  status  and  in  effect  came  up  with  grants  based  on  fiscal  need. 
In  this  very  important  sense,  the  National  Adjustment  Grants  would 
appear  to  have  been  much  more  in  keeping  with  the  equalization 
provision  in  the  constitution  than  are  the  current  equalization  flows. 
Some  elaboration  is  necessary  here.  As  will  be  explained  in  detail 
later,  the  various  equalization  programs  have  tended  to  bring  all 
provinces’  revenues  up  to  some  ’standard’,  frequently  a 
national-average  standard.  The  expenditure  needs  of  the  provinces 
are  implicitly  assumed  to  be  identical  in  per  capita  terms.  The  concept 
of  fiscal  need ,  in  the  context  of  equalization,  refers  to  the  expenditure 
needs  of  the  provinces  in  relation  to  their  revenue  means.  The 
consequences  of  explicitly  incorporating  fiscal  need  into  an 
equalization  program  are  explored  in  part  in  Chapter  5  below. 
Moreover,  Chapter  9  attempts  to  devise  an  equalization  program  that 
incorporates  both  expenditure  needs  and  revenue  means.  The 
intriguing  feature  of  the  National  Adjustment  Grants  was  that  they 
recognized  the  desirability  of  evaluating  both  the  expenditure  needs 
and  the  revenue  means  of  the  provinces  in  determining  the  dollar 
value  of  the  transfers.  In  regard  to  expenditure  needs,  the 
Commission  was  concerned  most  with  ensuring  average  levels  of 
services  for  education,  welfare,  and  what  it  referred  to  as 
'development  expenditure’.  Specifically,  it  recommended  that 

all  provincial  governments  be  put  in  a  financial  position,  by 
National  Adjustment  Grants  from  the  Dominion,  to  supply 
education  and  welfare  services,  equivalent  in  quality 
(although  not  necessarily  in  cost)  to  the  national  average,  and 
to  maintain  developmental  expenditures  at  their  individual 
1928-31  averages.  (Ibid.) 

In  determining  the  revenue  means  component  of  fiscal  need,  the 
Commission  looked  at  each  province  individually  and  assessed  its 
revenue-raising  capacity.  It  even  produced  a  table  showing  the 
increase  in  average  family  taxation  by  province  required  to  place  the 
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provincial  and  municipal  budgets  in  the  same  position  as  they  would 
be  under  the  National  Adjustment  Grants.  It  is  instructive  to  note 
that  the  evaluation  of  expenditure  needs  and  revenue  means  took  into 
account  both  the  provincial  and  municipal  levels  and  not  just  the 
former,  as  was  essentially  the  case  under  the  equalization  system 
prior  to  the  1982  modifications. 

In  describing  how  the  proposed  five-year  revisions  would  be 
evaluated,  the  Commission  indicated  two  reasons  why  a  province  that 
did  not  share  in  the  general  prosperity  of  the  other  provinces  would 
receive  an  increased  grant: 

The  prosperous  provinces  will  tend  to  expand  their  social 
services  and  so  raise  the  national  average;  the  provincial  and 
municipal  taxation  in  the  prosperous  provinces  will  become  a 
decreasing  proportion  of  the  income  of  their  people  and  a  lower 
Canadian  standard  will  thus  be  set  as  regards  weight  of 
taxation.  (Ibid.,  85) 

Unconditionality  of  the  grants 

The  Rowell-Sirois  Report  is  often  viewed  as  a  rather  centralist 
document.  And  in  part  it  is,  since  the  Commission  not  only  called  for 
the  transfer  of  old-age  pensions  and  unemployment  insurance  to  the 
federal  level  but  also  recommended  that  the  provinces  turn  over  their 
income  tax  fields  to  Ottawa.  However,  the  Commission  was  also  a 
staunch  defender  of  provincial  autonomy  in  the  areas  that  it  deemed 
to  fall  under  provincial  jurisdiction.  The  following  two  quotations 
make  this  very  evident: 

The  Commission’s  plan  seeks  to  ensure  to  every  province  a 
real  and  not  illusory  autonomy  by  guaranteeing  to  it,  free 
from  conditions  or  control,  the  revenues  necessary  to  perform 
those  functions  which  relate  to  its  cultural  and  social 
development.  (Ibid.,  80) 

This  was  coupled  with  an  even  stronger  assertion  of  the  unconditional 
nature  of  the  grants  and,  therefore,  the  priority  of  provincial 
preferences: 

It  should  be  made  clear  that  while  the  adjustment  grant 
proposed  is  designed  to  enable  a  province  to  provide  adequate 
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services  (at  the  average  Canadian  standard)  without  excessive 
taxation  (on  the  average  Canadian  basis)  the  freedom  of  action 
of  a  province  is  in  no  way  impaired  If  a  province  chooses  to 
provide  inferior  services  and  impose  lower  taxation  it  is  free  to 
do  so,  or  it  may  provide  better  services  than  the  national 
average  if  its  people  are  willing  to  be  taxed  accordingly,  or  it 
may,  for  example,  starve  its  roads  and  improve  its  education ,  or 
starve  its  education  and  improve  its  roads....  (Ibid.,  84; 
emphasis  added) 

This,  then,  is  a  description  of,  and  the  rationale  for,  the  National 
Adjustment  Grants  as  recommended  by  the  Ro well-Sirois 
Commission.  The  Commission  was  obviously  willing  to  do  what  no 
one  in  Canada  appears  willing  to  do  today,  namely,  to  design  grants 
that  would  take  into  account  both  expenditure  needs  and  revenue 
means.  Of  course,  the  designing  of  the  grants  would  have  been  a 
highly  subjective  process,  since  there  was  no  'formula’  such  that  two 
people  would  come  up  with  the  same  grant  figures  for  any  given 
province. 

Despite  the  fact  that  the  National  Adjustment  Grants  have  taken 
up  so  much  of  our  attention,  the  Commission’s  recommendations  were 
not  implemented.  It  was  not  until  1957  that  Canada  adopted  a  formal 
equalization  program.  Nonetheless,  the  theorizing  of  the 
Rowell-Sirois  Commission  still  pervades  the  federal-provincial  scene. 
With  respect  to  equalization,  this  influence  is  most  evident  in  the  fact 
that  the  wording  of  the  equalization  provision  in  the  Constitution  Act, 
1982  is  virtually  identical  to  the  wording  used  by  the  Commission  in 
discussing  the  National  Adjustment  Grants. 

One  final  comment.  In  recommending  that  Ottawa  take  over 
responsibility  for  old-age  pensions  and  unemployment  insurance,  the 
Commission  fully  recognized  that  this  was  'equalization’  in  the  broad 
sense — -that  is,  it  would  give  people  of  all  provinces  access  to  a  uniform 
level  of  services  without  undue  taxation  (ibid,  81).  The  Commission 
did  not  recommend  this  route  for  the  provision  of  other  social  services 
because  it  viewed  them  as  being  clearly  in  the  provincial  domain  and 
most  appropriately  handled  within  the  framework  of  the  various 
provinces’  conceptions  of  their  own  social,  economic,  and  cultural 
needs. 
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THE  TAX  RENTAL  PERIOD:  1941-57  3 
The  1941  agreement 

Ottawa  convened  a  federal-provincial  conference  in  January  1941, 
with  the  intent  of  implementing  the  recommendations  of  the 
RowelTSirois  Commission.  The  provinces  rejected  the  proposals, 
arguing,  in  part,  that  they  represented  an  unwarranted  centralization 
of  power.  However,  the  financial  exigencies  of  the  war  effort  led  the 
federal  government  to  propose,  later  in  the  year,  that  the  provinces 
Vent’  to  Ottawa  the  personal  and  corporate  income  tax  bases  for  the 
duration  of  the  war.  And  the  provinces  agreed. 

In  return  for  withdrawing  from  these  tax  fields,  the  provinces  were 
allowed  to  opt  for  either  of  the  following  annual  'rental’  payments: 

—  the  revenue  yield  within  the  province  in  1941  from  the  vacated  tax 
fields  (selected  by  Quebec,  Ontario,  Manitoba,  Alberta,  and  British 
Columbia);  or 

—  the  net  cost  of  servicing  the  provincial  debt  for  the  fiscal  year 
1940-41,  less  succession  duties  collected  in  that  year  (selected  by 
Saskatchewan  and  the  three  Maritime  Provinces). 

The  statutory  subsidies  also  remained,  and  in  addition  the  federal 
government  guaranteed  that  provincial  revenues  from  liquor  and 
gasoline  sales  would  not  fall  below  the  1940  level. 

Despite  the  fact  that  the  provinces  initially  rejected  the 
Rowell-Sirois  proposals,  the  effect  of  this  'temporary’  wartime 
agreement  was  indeed  to  implement  many  of  them.  'Patriotism 
accomplished  what  financial  reasoning  could  not.’4 

It  is  possible  to  argue  that  the  availability  of  a  choice  of  options 
embodied  some  consideration  of  fiscal  need  and,  hence,  some  aspects  of 
equalization.  However,  the  first  option  was  in  effect  the  antithesis  of 
equalization — each  province  got  the  revenues  generated  within  its 
boundaries.  Data  relating  to  the  financial  implications  of  the  wartime 
agreements  are  given  in  Table  2. 1 . 

The  tax  rental  agreements:  1947-52 

Not  surprisingly,  Ottawa  grew  rather  fond  of  the  tax  rental  scheme 
and  wished  to  see  it  continue  into  the  postwar  period.  In  addition, 
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another  factor  now  entered  the  picture — the  Keynesian  economic 
philosophy  and  the  stabilization  role  it  assigned  to  fiscal  policy.  Close 
upon  the  heels  of  its  White  Paper  on  Employment  and  Income  in  1945, 
the  federal  government  convened  a  Dominion-Provincial  Conference 
on  Reconstruction,  at  which  it  proposed  a  whole  set  of  measures  aimed 
at  supporting  postwar  economic  activity.  It  is  convenient  to  refer  to 
Bastien’s  comments  on  this  conference: 

It  suggested  the  establishment  of  a  nationwide  old-age 
pension  plan,  an  unemployment  insurance  plan  and  a 
program  of  financial  assistance  to  those  provinces  and 
municipalities  willing  to  make  public  investments  designed  to 
stabilize  the  economy.  The  federal  government  also  proposed 
various  shared-cost  programs  in  the  areas  of  mental  health, 
vocational  training,  and  research.  The  recommendation 
respecting  financing  was  that  the  provincial  governments 
continue  to  leave  the  personal  income  tax  and  succession  duty 
fields  entirely  to  the  federal  government  in  return  for  rental 
payments  calculated  essentially  on  the  basis  of  provincial 
population.  (1981,  14) 

The  provinces,  perhaps  not  surprisingly,  reacted  rather  negatively  to 
this  package.  Bastien’s  assessment  is  particularly  insightful: 

These  proposals  upset  the  whole  concept  of  federalism  on 
which  relations  between  the  two  orders  of  government  had 
been  based  up  to  that  time.  By  expanding  the  number  and 
value  of  shared-cost  programs,  the  federal  government  was 
suggesting  that  the  principle  of  exclusive  responsibility  and 
complete  independence  of  action  of  each  order  of  government 
was  no  longer  valid.  The  programs  also  implied  that  economic 
and  social  policies  had  become  closely  intertwined. 
Furthermore,  the  federal  recommendations  required  that  the 
different  sources  of  revenue  no  longer  be  considered  from  a 
purely  constitutional  point  of  view ,  but  in  terms  of  their 
usefulness  as  macroeconomic  management  tools.  (Ibid.; 
emphasis  added) 

The  new  interest  in  'macroeconomic  management  tools’  reflects  the 
Keynesian  influence. 
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Ottawa  persisted  in  its  efforts  to  maintain  control  of  the  income 
taxes,  and  in  1947  it  presented  the  provinces  with  the  following 
options  (Moore,  Perry,  and  Beach  1966,  29): 

—  A  grant  of  $12.75  per  capita  based  on  the  1942  population  of 
the  province,  50  per  cent  of  provincial  income  and  corporation 
tax  revenue  for  fiscal  year  1940-41,  and  statutory  subsidies 
based  on  the  1947  payments. 

—  A  grant  of  $15  per  capita  based  on  the  1942  population  plus 
statutory  subsidies  based  on  the  1947  payments. 

—  Guaranteed  minimum  annual  payments  of  $2,100,000. 
This  option  was  designed  specifically  for  Prince  Edward 
Island. 

After  1947  all  payments  would  increase  with  provincial  population 
and  GNP  (based  on  a  three-year  average). 

Nova  Scotia  and  Saskatchewan  chose  the  second  option.  British 
Columbia,  Alberta,  Manitoba,  and  New  Brunswick  found  the  first 
option  more  advantageous.  Quebec  and  Ontario  declined  to  enter  the 
agreement.  Instead,  they  imposed  a  7  per  cent  tax  on  corporate 
income  and  continued  to  levy  succession  duties.5  Newfoundland 
signed  up  when  it  became  a  province  in  1949.  The  agreements  lasted 
until  1952.  Data  for  the  tax  rental  transfers  over  1947-52  appear  in 
the  last  column  in  Table  2.2.  As  an  aside,  it  should  also  be  noted  that 
the  federal  government  went  ahead  with  some  of  the  shared-cost 
programs  it  proposed  in  the  Conference  on  Reconstruction  (e.g.,  the 
national  health  grants  program  and  the  Trans-Canada  Highway 
program,  both  in  1948). 

The  tax  rental  payments  did  incorporate  some  element  of 
equalization.  Under  the  second  option,  for  example,  the  amount  of 
money  returned  to  a  province  did  not  depend  on  how  much  was 
collected  in  that  province.  Rather  it  depended  on  the  province’s 
population.  Indeed,  if  all  provinces  had  been  bound  by  this  option,  the 
result  would  not  have  been  equalization  but  rather  equality  as  far  as 
the  income  taxes  were  concerned. 

Thus  the  principle  embodied  in  the  Rowell-Sirois  recommendations 
was  now  beginning  to  be  echoed  in  actual  legislation.  Not  fully 
perhaps,  but  certainly  to  a  large  degree.  The  minister  of  finance  of  the 
day,  Mr.  Ilsley,  made  this  very  clear. 
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TABLE  2.2 

Federal  transfers  to  the  provinces  and  municipalities,  1947-48  to  1981-82  ($  millions) 


Cash  payments 

Fiscal 

year 

Statutory 

subsidies 

Equalization 

Revenue 

guarantee 

Reciprocal 

taxation 

PUITTA0 

Municipal 

grants 

Hospital 

insurance 

1947-48 

17.1 

_ 

_ 

_ 

2.9 

_ 

_ 

1948-49 

17.1 

- 

- 

- 

3.7 

- 

- 

1949-50 

25.7 

- 

- 

- 

1.4 

.4 

- 

1950-51 

25.2 

- 

- 

- 

4.6 

1.4 

- 

1951-52 

26.6 

- 

- 

- 

3.7 

2.0 

- 

1952-53 

25.8 

_ 

_ 

_ 

4.4 

2.5 

_ 

1953-54 

24.9 

— 

- 

- 

6.8 

3.4 

- 

1954-55 

24.3 

- 

- 

- 

7.3 

3.4 

- 

1955-56 

23.4 

— 

— 

- 

7.9 

7.2 

- 

1956-57 

22.8 

- 

- 

- 

6.6 

9.7 

- 

1957-58 

22.0 

136.0 

_ 

_ 

7.4 

17.5 

_ 

1958-59 

35.2 

168.4 

- 

- 

8.7 

21.9 

54.7 

1959-60 

28.7 

208.0 

- 

- 

4.8 

22.6 

150.6 

1960-61 

28.7 

214.0 

- 

- 

4.2 

24.6 

188.9 

1961-62 

31.5 

189.7 

- 

- 

6.4 

24.9 

283.2 

1962-63 

31.5 

211.6 

_ 

_ 

10.0 

29.4 

335.8 

1963-64 

31.6 

202.4 

- 

- 

9.9 

31.7 

391.3 

1964-65 

31.6 

261.6 

- 

- 

9.7 

36.2 

433.0 

1965-66 

31.6 

310.0 

- 

- 

6.4 

37.1 

354.5 

1966-67 

31.6 

370.5 

- 

- 

6.0 

38.4 

383.7 

1967-68 

31.7 

547.6 

_ 

_ 

6.7 

40.8 

435.1 

1968-69 

31.7 

566.1 

— 

- 

20.8 

44.3 

550.3 

1969-70 

31.8 

683.3 

- 

- 

23.6 

49.5 

624.9 

1970-71 

31.8 

899.2 

- 

— 

23.9 

52.2 

688.1 

1971-72 

33.8 

1,049.6 

- 

- 

24.3 

55.4 

823.5 

1972-73 

33.7 

1,176.8 

_ 

_ 

80.0 

61.8 

1,019.5 

1973-74 

33.8 

1,500.1 

42.6 

- 

25.9 

62.7 

1,073.2 

1974-75 

33.8 

1,795.0 

475.2 

- 

26.7 

68.2 

1,360.3 

1975-76 

33.8 

1,965.5 

460.5 

- 

31.8 

76.0 

1,754.7 

1976-77 

33.8 

2,169.3 

943.1 

- 

38.5 

88.5 

2,007.2 

1977-78 

34.0 

2,521.2 

600.4 

46.7 

45.9 

117.0 

1,754.0 

1978-79 

34.0 

2,632.4 

121.6 

100.4 

81.8 

130.8 

2,252.7 

1979-80 

34.1 

3,309.6 

72.1 

105.3 

66.3 

127.6 

2,385.4 

1980-81 

34.1 

3,313.7 

- 

107.3 

64.3 

153.7 

2,582.1 

1981-82 

35.6 

3,627.2 

- 

131.9 

78.9 

165.7 

2,861.0 

a  Public  Utilities  Income  Tax  Transfer  Arrangements. 


TABLE  2.2  (continued) 


Fiscal 

year 

Cash  payments 

Medicare 

Extended 

health 

care 

Voca¬ 

tional 

training 

Univer¬ 

sity 

grants 

Post¬ 

secondary 

education 

Welfare, 

including 

CAP 

Other 

cash 

payments 

Total 

cash 

payments 

1947-48 

_ 

_ 

_ 

_ 

_ 

59.1 

1 1.3 

90.4 

1948-49 

- 

- 

- 

- 

- 

66.8 

22.0 

109.6 

1949-50 

- 

- 

4.7 

- 

- 

90.8 

20.2 

143.2 

1950-51 

- 

- 

4.1 

- 

- 

103.6 

41.8 

180.7 

1951-52 

- 

- 

4.2 

7.0 

- 

84.5 

40.9 

168.9 

1952-53 

_ 

_ 

4.9 

5.1 

_ 

22.2 

43.9 

108.7 

1953-54 

- 

- 

4.4 

5.2 

- 

23.2 

47.6 

115.5 

1954-55 

- 

- 

4.4 

5.4 

- 

24.1 

54.5 

123.5 

1955-56 

- 

- 

4.3 

5.5 

- 

29.5 

55.3 

133.1 

1956-57 

- 

- 

4.7 

16.0 

- 

38.4 

68.0 

166.2 

1957-58 

_ 

_ 

4.8 

16.6 

_ 

48.1 

95.4 

347.8 

1958-59 

- 

- 

8.1 

25.5 

- 

74.1 

117.2 

518.8 

1959-60 

- 

- 

8.4 

26.1 

- 

90.9 

130.6 

670.7 

1960-61 

- 

- 

8.7 

19.0 

- 

102.8 

137.4 

728.3 

1961-62 

- 

- 

35.9 

19.4 

- 

143.5 

147.0 

881.5 

1962-63 

_ 

_ 

207.5 

26.3 

_ 

159.5 

139.8 

1,151.4 

1963-64 

- 

- 

136.5 

26.8 

- 

172.2 

160.7 

1,163.1 

1964-65 

- 

- 

97.2 

27.3 

- 

182.4 

229.3 

1,308.3 

1965-66 

- 

- 

158.9 

27.7 

- 

153.4 

271.5 

1,351.1 

1966-67 

- 

- 

232.3 

70.9 

- 

189.7 

317.4 

1,640.5 

1967-68 

_ 

_ 

193.1 

_ 

108.0 

342.6 

283.2 

1,988.8 

1968-69 

33.0 

- 

- 

- 

276.6 

382.8 

324.1 

2,229.7 

1969-70 

181.0 

- 

— 

- 

301.4 

395.6 

293.2 

2,584.3 

1970-71 

400.5 

- 

- 

- 

388.3 

518.7 

458.9 

3,461.6 

1971-72 

575.5 

- 

- 

- 

450.5 

624.3 

544.5 

4,181.4 

1972-73 

629.2 

_ 

_ 

_ 

481.1 

677.6 

275.5 

4,435.2 

1973-74 

676.2 

- 

- 

— 

485.1 

717.6 

454.5 

5,071.7 

1974-75 

760.8 

- 

- 

- 

503.6 

976.3 

488.3 

6,488.2 

1975-76 

793.8 

- 

- 

- 

535.0 

1,279.2 

461.7 

7,383.0 

1976-77 

1,001.0 

- 

- 

- 

648.7 

1,490.0 

592.4 

9,012.5 

1977-78 

596.4 

464.5 

_ 

_ 

1,095.5 

1,396.2 

706.4 

9,378.2 

1978-79 

715.4 

520.3 

- 

- 

1,365.4 

1,523.4 

757.1 

10,235.3 

1979-80 

814.7 

576.8 

- 

- 

1,489.5 

1,646.2 

850.5 

11,478.1 

1980-81 

886.6 

639.4 

- 

— 

1,621.0 

1,893.8 

705.2 

12,001.2 

1981-82 

985.0 

709.1 

- 

1,820.2 

1,984.4 

1,007.8 

13,406.8 

TABLE  2.2  (continued) 


Fiscal 

year 

Tax  transfers 

Total  cash 

+  tax 
transfers 

Tax 

rental 

payments 

Contracting 

out 

Post- 

secondary 

education 

Established 

programs 

financing 

Total 

tax 

transfers 

1947-48 

_ 

_ 

_ 

_ 

90.4 

112.5 

1948-49 

- 

- 

- 

- 

109.6 

84.4 

1949-50 

- 

- 

- 

- 

143.2 

76.9 

1950-51 

- 

- 

- 

- 

180.7 

94.1 

1951-52 

- 

- 

- 

- 

168.9 

96.9 

1952-53 

_ 

_ 

_ 

_ 

108.7 

308.6 

1953-54 

- 

- 

- 

- 

115.5 

309.2 

1954-55 

- 

- 

- 

— 

123.5 

327.4 

1955-56 

- 

- 

- 

- 

133.1 

319.6 

1956-57 

- 

- 

- 

- 

166.2 

365.9 

1957-58 

_ 

_ 

_ 

_ 

347.8 

213.9 

1958-59 

- 

- 

- 

- 

513.8 

249.0 

1959-60 

- 

- 

- 

- 

670.7 

279.7 

1960-61 

7.7 

- 

- 

7.7 

736.0 

288.7 

1961-62 

7.9 

- 

- 

7.9 

889.4 

312.6 

1962-63 

10.7 

_ 

_ 

10.7 

1,162.1 

25.7 

1963-64 

10.9 

- 

- 

10.9 

1,174.0 

10.5 

1964-65 

11.1 

- 

- 

11.1 

1,319.4 

40.9 

1965-66 

224.0 

- 

- 

224.0 

1,575.1 

43.7 

1966-67 

294.9 

- 

- 

294.9 

1,935.4 

54.0 

1967-68 

333.6 

227.6 

_ 

561.2 

2,550.0 

55.4 

1968-69 

336.9 

247.0 

— 

583.9 

2,813.6 

59.7 

1969-70 

400.4 

307.0 

- 

707.4 

3,291.7 

59.9 

1970-71 

473.3 

341.3 

- 

814.6 

4,276.2 

63.5 

1971-72 

531.7 

398.5 

- 

930.2 

5,111.6 

65.9 

1972-73 

442.3 

468.9 

_ 

911.2 

5,346.4 

12.4 

1973-74 

543.4 

581.1 

- 

1,124.5 

6,196.2 

.1 

1974-75 

742.5 

708.2 

- 

1,450.7 

7,938.9 

3.7 

1975-76 

913.5 

855.4 

- 

1,768.9 

9,151.9 

-1.1 

1976-77 

1,067.3 

904.1 

- 

1,971.4 

10,983.9 

-4.9 

1977-78 

664.4 

_ 

2,698.1 

3,362.5 

12,740.7 

_ 

1978-79 

729.9 

- 

2,909.6 

3,639.5 

13,874.8 

- 

1979-80 

829.9 

- 

3,280.0 

4,109.9 

15,588.0 

- 

1980-81 

905.8 

- 

3,674.5 

4,580.3 

16,581.5 

- 

1981-82 

1,012.4 

- 

4,072.7 

5,085.1 

18,491.9 

- 

SOURCE:  MacEachen  (1981,  31). 


The  evolution  of  equalization  payments 


It  has  been  said  that  the  proposed  payments  by  the  Dominion 
to  the  provinces  are  not  based  on  the  principle  of  fiscal 
need. ...Now,  what  the  Dominion’s  proposal  does  is  to  provide  a 
method  whereby  the  three  maritime  provinces  and  the  three 
prairie  provinces  will  be  enabled  to  derive  from  these  sources 
the  same  per  capita  revenue  as  Ontario  and  Quebec.  By 
selling  certain  rights  to  the  Dominion  for  the  term  of  the 
agreement,  they  are  put  in  a  position  of  sharing  with  the  two 
central  provinces  equally  on  a  per  capita  basis  the 
productivity  of  the  three  great  fields  of  direct  progressive 
taxation — corporation  taxes,  taxes  on  personal  income  and 
succession  duties.  Surely  this  is  going  very  far  to  meet  the  test 
of  fiscal  need.  (Emphasis  added)6 

Indeed,  in  one  sense  the  federal  proposal  went  beyond  Rowell-Sirois. 
The  payments  were  indexed  for  population  and  GNP  growth  on  an 
annual  basis,  unlike  the  proposed  National  Adjustment  Grants.  In 
any  event,  the  seeds  of  equalization  were  being  firmly  planted. 

The  tax  rental  agreements:  1952-57 

Bargaining  over  the  tax  rental  agreements  in  anticipation  of  their 
renewal  in  1952  was  simplified  by  Canada’s  involvement  in  the 
Korean  War  and  the  knowledge  that  the  resources  available  for 
federal  transfers  to  the  provinces  were  limited.  At  the  same  time,  the 
federal  government  desired  to  bring  the  two  central  provinces  back 
into  the  tax  rental  fold.  The  alternatives  offered  to  the  provinces 
included  the  first  two  options  set  out  in  the  1947  agreements,  updated 
to  apply  to  data  for  1948.  In  addition,  there  was  a  third  option,  under 
which  the  tax  rental  payment  would  equal  the  sum  of: 

—  the  yield  of  the  personal  income  tax  at  5  per  cent  of  1948  federal 
rates, 

—  the  yield  of  8.5  per  cent  of  corporate  profits  earned  in  the  province 
in  1948, 

—  the  average  revenues  received  by  the  province  from  succession 
duties  during  the  two  most  recent  collection  years,  and 

—  the  1948  statutory  subsidies. 

Once  again,  the  annual  payments  under  any  option  were  to  be 
escalated  for  population  and  GNP  growth.  Ontario  accepted  the  new 
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option  and  became  a  signatory  to  the  tax  rental  agreement.  Quebec 
not  only  refused  to  sign  but  in  1954  introduced  its  own  personal 
income  tax,  which  equalled  15  per  cent  of  the  federal  rate  or  10 
percentage  points  more  than  the  third  option  would  have  allowed.  As 
Bastien  points  out,  this  meant  that  Quebec  taxpayers  had  to  pay  a 
total  personal  income  tax  that  was  10  percentage  points  higher  than 
that  in  any  other  province  (1981,  16).  Not  surprisingly,  this 
development  worried  Ottawa.  In  1955  it  increased  the  federal  tax 
credit  under  the  Income  Tax  Act  from  5  per  cent  to  10  per  cent,  so  that 
any  province  could  collect  its  own  income  tax  at  a  rate  of  up  to  10  per 
cent  of  the  federal  rate  without  its  taxpayers’  having  to  bear  a  tax 
burden  greater  than  that  of  taxpayers  in  other  provinces  (ibid.,  17). 
This  provided  tax  relief  for  Quebeckers,  but  they  were  not  swayed 
from  their  desire  to  have  their  own  personal  income  tax,  which  they 
have  to  this  day.  Moreover,  this  was  just  the  first  of  many  concessions 
granted  to  Quebec  (and  offered  to  other  provinces  as  well)  in  the 
federal-provincial  financial  area.7 

At  this  juncture,  it  is  appropriate  to  recognize  the  existence  of  a 
very  persuasive  Quebec  document,  the  1954  Report  of  the  Royal 
Commission  of  Inquiry  on  Constitutional  Matters ,  better  known  as  the 
Tremblay  Report’.  Commissioned  in  1953,  the  immediate  objective  of 
the  inquiry  was 

to  shore  up  the  claim  of  the  Quebec  provincial  government  to 
provincial  primacy  in  the  field  of  direct  taxation.  Since  this 
claim  would  not  be  supported  in  law  it  was  necessary  to  turn  to 
other  arguments,  namely,  the  historical  and  the  sociological. 
(Kwavnick  1973,  viii) 

Basically  the  report  presents  the  case  for  provincial  autonomy,  and,  as 
Bastien  points  out,  it  has  had  a  lasting  impact  on  Quebec’s  view  of 
itself  within  the  federation:  'there  is. ..a  spiritual  affinity  between  the 
Tremblay  Report  and  the  constitutional  positions  taken  by  the  major 
Quebec  political  parties,  whether  federalist  or  not’  (Bastien  1981,  24). 
Among  the  points  made  by  the  Tremblay  Report  is  the  distinction  it 
draws  between  'financial  autonomy’  and  'fiscal  autonomy’  (Kwavnick 
1973,  140).  The  former  could  be  assured  by  federal  grants  and/or 
subsidies,  but  potentially  at  the  cost  of  the  latter.  Fiscal  autonomy,  in 
the  view  of  the  Tremblay  Report,  means  the  ability  of  a  province  to 
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raise  its  own  revenue,  independently  of  the  federal  level,  and  to  gear 
the  fiscal  side  in  a  co-ordinated  manner  toward  the  overall  economic, 
social,  and  cultural  development  of  the  province.  The  Tremblay 
Report  may  or  may  not  have  influenced  Quebec’s  initial  decision  to 
establish  its  own  personal  income  tax  system.  But  it  has  surely 
encouraged  the  province  to  maintain  that  system  and  to  force 
Ottawa’s  hand  on  a  myriad  of  issues,  financial  and  otherwise, 
involving  federal-provincial  relations. 

A  final  comment  on  the  1952  arrangements:  the  fact  that  Ontario 
was  offered  a  given  share  of  the  tax  yield  generated  within  Ontario 
was  an  important  departure  from  Rowell-Sirois  and  from  the  previous 
five-year  agreements  as  well.  The  alternative — the  return  of  a  given 
share  of  income  taxes  to  the  provinces  on  an  equal  per  capita 
basis — would  have  involved  a  greater  degree  of  equalization.  It  is 
likely  that  Ontario’s  choice  of  the  former  option  under  the  1952  tax 
rental  arrangements  forced  the  federal  government  to  undertake  the 
introduction  of  a  formal  equalization  system,  since  an  extension  of  the 
Ontario  option  to  other  provinces  would  have  been  the  antithesis  of 
equalization. 

1957-62  FISCAL  ARRANGEMENTS:  THE  INAUGURATION  OF 
EQUALIZATION 

The  1957  tax  arrangements  marked  a  watershed  in  federal-provincial 
financial  relations.  In  the  first  place,  the  federal  government 
recognized  in  the  agreements  the  right  of  the  provinces  to  the 
revenues  from  income  taxation.  Furthermore,  the  new  arrangements 
incorporated  a  formal  equalization  program.  I  shall  deal  with  these 
features  in  turn. 

The  tax  sharing  agreements 

Under  the  new  arrangements  the  provinces  could  either  continue  to 
'rent’  the  three  taxes  (personal  and  corporate  income  taxes  and 
succession  duties)  to  Ottawa  or  levy  the  taxes  themselves.  The  rental 
payment  would  now  consist  of  specified  shares  of  taxes,  namely 

—  10  per  cent  of  the  personal  income  taxes  collected  in  the  province, 

—  9  per  cent  of  the  corporate  profits  taxes,  and 


35 


Equalization  payments 


—  50  per  cent  of  the  federal  succession  duties  (estate  taxes),  based  on  a 
three-year  average. 

If  a  province  opted  instead  to  levy  its  own  taxes  on  these  sources,  the 
federal  government  would  provide  an  abatement  from  federal  taxes 
equal  to  the  above  percentages.  Thus  taxpayers  in  a  province  that 
chose  to  levy  its  own  taxes  at  these  rates  would  be  in  the  same 
financial  position  as  they  would  have  been  if  the  province  had  signed 
the  rental  agreement.  All  provinces  except  Quebec  signed  rental 
agreements  for  personal  income  taxation.  Quebec  also  retained  its 
own  corporation  taxes  and  succession  duties.  Ontario,  which  was  a 
full  signatory  to  the  1952  arrangements,  refused  to  sign  the  1957 
agreements  for  corporation  taxes  and  reinstated  its  own  corporate  tax. 

Equalization 

This  form  of  rental  payment  or  tax  sharing  clearly  provided  very 
different  amounts  of  money  per  capita  to  the  various  provinces.  Ten 
per  cent  of  the  personal  income  tax  collected  in  the  province  meant 
more  dollars  per  capita  in  Ontario  than  in  Prince  Edward  Island. 
(Under  the  1952  arrangements,  by  contrast,  the  rental  payment 
consisted  in  large  measure  of  per  capita  payments.)  In  order  to  rectify 
this  discrepancy,  Ottawa  incorporated  an  equalization  scheme  into 
the  arrangements.  And  not  just  any  equalization  scheme,  but  one  that 
was  fully  integrated  with  the  tax  agreements.  Specifically,  the  federal 
government  agreed  to  pay  to  each  province  an  amount  that  would 
bring  its  level  of  per  capita  yield  from  the  three  standard  taxes  up  to 
the  average  yield  in  the  two  wealthiest  provinces  (Ontario  and  British 
Columbia).  Moreover,  a  province  was  eligible  for  this  unconditional 
equalization  payment  even  if  it  did  not  choose  to  participate  in  the 
rental  agreements.  In  effect,  this  meant  that  Quebec  was  eligible  to 
receive  equalization. 

It  should  be  noted  that  equalizing  to  the  average  level  in  the  top  two 
provinces  implies  that  one  of  the  top  two  will  also  receive  equalization, 
since  one  of  them  will  be  below  the  average.  Thus  British  Columbia 
received  equalization  payments  under  the  1957-62  equalization 
arrangements.  Table  2.3  presents  equalization  entitlements  by 
province  by  year,  from  the  introduction  of  the  formal  scheme  in  fiscal 
year  1957-58  through  1981-82.  Of  some  current  interest  is  the  fact 
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TABLE  2.3 

Equalization  entitlements  by  province,  1957-58  to  1981-82  ($  millions) 
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that  Alberta  was  a  'have-not’  province  for  the  duration  of  this 
five-year  agreement  and  even  for  a  few  years  thereafter. 

Since  the  1957  arrangement  represents  the  inauguration  of  the 
equalization  program,  it  is  appropriate  to  reflect  on  its  origins.  One  of 
the  themes  of  this  historical  overview  is  that  the  Rowell-Sirois  Report 
had  and  still  has  an  important  influence  on  the  federal-provincial 
interface.  For  example,  the  fact  that  equalization  payments  are 
transferred  unconditionally  to  the  recipient  provinces  probably  owes  a 
great  deal  to  the  Rowell-Sirois  Commission’s  emphasis  on  provincial 
autonomy.  But  a  more  interesting  point  is  raised  by  this  question: 
was  the  1957  equalization  system  a  natural  outgrowth  of  the 
Commission’s  arguments  for  National  Adjustment  Grants?  I  do  not 
think  so. 

In  my  view,  what  happened  was  the  following.  Quebec  had  its  own 
personal  income  tax.  The  thrust  of  the  1957  arrangements  was  to 
allow  the  other  provinces  access  to  10  per  cent  of  the  personal  income 
taxes  collected  within  their  boundaries.  In  part  this  arrangement  was 
motivated  by  a  desire  to  limit  the  spread  of  separate  provincial 
personal  income  tax  systems.  However,  the  transfer  of  monies  to  the 
provinces  under  this  scheme  followed  what  Scott  (1964)  refers  to  as 
the  'principle  of  derivation’  (see  Chapter  3).  The  provinces  were  to  get 
back  a  given  percentage  of  the  taxes  that  derived ,  as  it  were,  from 
within  their  boundaries.  Compared  with  the  previous  agreements, 
which  allowed  a  more  equal  transfer  to  the  provinces  (on  the  basis  of 
population,  for  example),  these  new  arrangements  were  the  antithesis 
of  equalization.  Hence,  some  additional  program  had  to  be  mounted  in 
order  to  compensate  for  the  move  away  from  population-related 
transfers.  Moreover,  since  the  tax  revenues  accruing  to  the  richest 
province  (Ontario)  could  be  spent  as  the  province  wished,  the  decision 
to  make  the  equalization  payments  unconditional  followed  logically. 

If  the  politics  of  federal-provincial  relations  had  been 
different — that  is,  if  the  provinces  had  been  willing  to  accept  their 
income  tax  transfers  in  terms  of,  say,  population  shares — then  prob¬ 
ably  the  equalization  program  would  not  have  been  introduced. 
Rowell-Sirois  may  have  planted  the  notion  of  an  equalization  system 
in  the  minds  of  Canadians,  but  it  is  likely  that  the  form  of  the  program 
and  the  timing  of  its  introduction  owe  much  more  to  the  nature  of  the 
evolution  of  the  fiscal  arrangement  agreements  than  to  the  National 
Adjustment  Grants  proposal  as  such. 
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Stabilization 

A  third  part  of  the  1957  fiscal  arrangements  package  was  the  so-called 
’stabilization’  component.  In  effect,  this  was  a  guarantee  by  the 
federal  government  that  the  annual  payment  under  the  arrangements 
to  any  province  would  not  fall  below  95  per  cent  of  the  average 
payment  for  the  previous  two  years. 

Adjustments  to  the  arrangements 

The  election  of  John  Diefenbaker’s  Progressive  Conservative 
government  in  1957  led  to  several  changes  in  the  1957  arrangements, 
criticism  of  which  had  been  an  integral  part  of  Diefenbaker’s  election 
campaign.  What  follows  is  a  brief  account  of  these  modifications, 
enacted  over  the  period  1958-61. 8 

—  For  the  1958  tax  year  and  thereafter,  the  provincial  share  of 
personal  income  tax  was  raised  from  10  to  13  per  cent. 

—  Atlantic  Provinces  Adjustment  Grants  were  enacted  in  the  amount 
of  $25  million  ($2.5  million  to  Prince  Edward  Island  and  $7.5  million 
each  to  the  other  three  Atlantic  Provinces). 

—  Assistance  under  the  Newfoundland  Additional  Grants  Act,  which 
provided  additional  assistance  of  $6.6  million  in  1957-58,  was 
enriched  to  $8  million  by  1961-62. 9 

—  In  1960  the  corporate  tax  abatement  was  increased  from  9  per  cent 
to  10  per  cent  for  provinces  not  accepting  federal  per  capita  university 
grants.  Quebec  was  the  only  province  to  opt  for  this  provision. 

The  Atlantic  Provinces  Adjustment  Grants  were  presumably 
modelled  after  the  Rowell-Sirois  concept  of  National  Adjustment 
Grants.  The  expressed  rationale  was  the  generally  low  fiscal  capacity 
of  the  Atlantic  region.  However,  the  fact  that  the  grants  were  limited 
to  the  Atlantic  Provinces  and  expressed  in  flat  lump-sum  payments 
made  them  appear  rather  arbitrary.10  Arbitrary  or  not,  the  grants 
were  extremely  significant  to  the  recipient  provinces.  They 
represented  a  25  per  cent  increase  in  net  revenues  for  Prince  Edward 
Island  over  1957-58,  while  for  Newfoundland,  Nova  Scotia,  and  New 
Brunswick  they  generated  increases,  respectively,  of  18  per  cent,  12 
per  cent,  and  13  per  cent  (Moore,  Perry,  and  Beach  1966,  61). 
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Hospital  insurance 

One  final  program  relevant  to  the  broader  concept  of  equalization 
deserves  attention.  In  June  of  1958  the  federal  government  embarked 
on  a  conditional  grant  scheme  that  provided,  overall,  50  per  cent  of  the 
financing  of  the  provincial  hospital  insurance  programs.  Each 
province  received  25  per  cent  of  the  national  average  per  capita  cost 
plus  25  per  cent  of  its  own  per  capita  cost.  Thus  the  per  capita 
amounts  received  by  the  various  provinces  differed.  Provinces 
spending  less  than  the  per  capita  national  average  on  hospital 
insurance  received  more  than  50  per  cent  of  their  total  costs  and  vice 
versa.  This  feature  of  the  hospital  grants  ’was  the  first  important 
departure  from  the  federal  stand  that  the  question  of  fiscal  need 
should  be  taken  care  of  in  the  unconditional  grants  only’  (ibid.). 

THE  1962-67  FISCAL  ARRANGEMENTS 
The  tax  collection  agreements 

The  process  by  which  the  provinces  abandoned  the  direct  taxation 
field  in  1941  in  return  for  ’rental  payments’  came  full  circle  in  1962. 
Direct  taxation  was  returned  to  the  provinces  under  arrangements 
typically  referred  to  as  the  tax  collection  agreements.  The  provinces 
were  now  allowed  to  levy  their  own  income  taxes  and  have  them 
collected  free  of  charge  by  the  federal  government.  There  were  some 
conditions,  however.  The  provinces  had  to  accept  the  federal 
definitions  of  personal  and  corporate  income.  Moreover,  they  had  to 
accept  the  federal  structure  for  the  'progressivity’  of  the  tax  system. 
What  the  provinces  were  free  to  do  was  to  levy  their  own  tax  rates, 
though  each  province  was  limited  to  a  single  rate  that  would  be 
applied  across  the  board  as  a  percentage  of  the  federal  tax.  While  this 
provision  still  applies  today,  it  has  become  less  restrictive,  since  the 
provinces  are  allowed  to  mount  various  tax  credits  and  surcharges, 
which,  for  a  fee,  Ottawa  will  administer  for  them. 11 

For  its  part,  the  federal  government  agreed  to  abate  16  per  cent  of 
its  basic  personal  income  tax  and  9  per  cent  of  the  corporate  tax  to  the 
provinces.  The  personal  income  tax  abatement  was  increased  several 
times  during  the  five-year  term  of  the  arrangements  until  it  reached 
24  percentage  points  in  1966.  The  tax  abatement  process  works  as 
follows.  The  24  per  cent  tax  abatement  meant  a  24  per  cent  reduction 
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in  the  federal  government’s  taxes,  making  room  for  the  provinces  to 
tax  this  share.  Since  the  provincial  rate  was  to  apply  to  the  federal  tax 
base  and  since  the  federal  tax  base  was  now  reduced,  the  provinces 
had  to  set  their  rates  at  31.5  per  cent  if  they  wished  to  take  up  the 
entire  tax  room  vacated  by  Ottawa.12  If  all  of  the  provinces  had 
maintained  this  tax  rate,  the  total  income  tax  paid  by  Canadians 
would  have  been  the  same  as  the  total  tax  paid  in  the  absence  of  the 
abatement  and  any  provincial  income  tax.  However,  provinces  were 
free  to  enact  rates  higher  than  31.5  per  cent,  and  several  of  them  did. 
Thus  their  citizens  now  paid  higher  total  income  taxes  than  citizens  in 
other  provinces. 

Respecting  the  third  shared  tax,  succession  duties,  Ottawa  agreed 
to  return  50  per  cent  of  the  proceeds  to  the  provinces  if  they  refrained 
from  imposing  their  own  succession  duties.  Provinces  that  chose  to 
levy  their  own  succession  duties  were  allowed  a  50  per  cent  tax  credit 
for  federal  taxes.  Both  of  these  figures  increased  to  75  per  cent  in 
1964. 

All  of  the  provinces  except  Quebec  joined  the  tax  collection 
agreements  for  personal  income  taxes.  Ontario  and  Quebec 
maintained  their  own  corporate  taxes,  and  several  provinces  collected 
their  own  succession  duties. 

Before  I  discuss  the  equalization  provisions  embodied  in  the 
1962-67  arrangements,  I  should  note  that  it  was  during  this  period 
that  Ottawa  formalized  the  procedures  for  'opting  out’  of  shared-cost 
or  conditional  grant  programs.  A  province  could  'opt  out’  of  a  federal 
shared-cost  program,  set  up  a  similar  program  on  its  own,  and  receive 
funding  in  the  form  of  additional  tax  abatements.  Quebec  contracted 
out  of  all  the  major  programs  (hospital  insurance,  health  grants, 
Canada  Assistance  Plan,  etc.)  and  received  23  additional  abatement 
points  for  personal  income  taxes.  No  other  province  followed  suit. 

Equalization 

Two  important  changes  were  made  in  the  equalization  formula  in  the 
original  1962  arrangements.  The  first  related  to  resource  revenues. 
Henceforth  50  per  cent  of  the  three-year  average  of  provincial 
revenues  and  taxes  from  natural  resources  would  be  eligible  for 
equalization.  This  measure  was  introduced  largely  in  order  to  correct 
the  anomaly  of  resource-rich  Alberta’s  being  a  recipient  of 
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equalization  flows.  Not  surprisingly,  however,  the  official  arguments 
did  not  acknowledge  this  motive  directly:  they  were  couched  in  terms 
of  making  equalization  sensitive  to  the  total  fiscal  capacities  of  the 
various  provinces  and  not  just  to  their  capacities  in  terms  of  the  three 
'standard’  taxes,  as  had  been  the  case  under  the  old  arrangements 
(Moore,  Perry,  and  Beach  1966,  71).  The  second  new  provision  geared 
equalization  to  the  national  average  level  of  revenues  rather  than  to 
the  average  of  revenues  in  the  top  two  provinces.  Obviously,  this 
change  reduced  overall  equalization  and  effectively  offset  the 
provisions  that  increased  equalization,  namely  the  broadening  of  the 
revenues  eligible  for  equalization  and  an  increase  in  the  share  of 
personal  income  taxes  that  entered  the  formula  (from  13  per  cent  for 
the  first  year  of  the  old  arrangements  to  16  per  cent  for  the  first  year  of 
the  new  arrangements).  For  the  three  standard  taxes  alone 
(neglecting  resource  rents),  the  move  from  the  'top-two’  standard  to 
the  national  average  reduced  equalization  by  roughly  $10  per  capita 
for  the  recipient  provinces.  Partly  as  a  result  of  this  reduction  the 
Atlantic  Provinces  Adjustment  Grant  was  increased  from  $25  million 
to  $35  million.  Thus,  for  fiscal  year  1962-63  the  following  taxes  were 
equalized  to  the  national  average  yields: 

—  personal  income  taxes  at  a  16  per  cent  tax  rate, 

—  corporate  income  tax  at  a  9  per  cent  tax  rate, 

—  succession  duties  at  a  50  per  cent  tax  rate,  and 

—  50  per  cent  of  the  three-year  average  of  provincial  natural  resource 
revenues. 

Table  2.4  illustrates  the  mechanics  of  this  approach  to  equalization. 
Because  the  data  utilized  in  the  table  were  based  on  information 
available  at  the  time  the  proposal  was  put  forth,  the  resulting 
equalization  flows  will  not  correspond  to  the  figures  in  Table  2.3. 
However,  there  is  another  reason  why  these  data  are  not  comparable: 
Table  2.4  does  not  take  into  account  the  1962  formula’s  provision  for 
'guaranteed  equalization’  (ibid.,  75).  That  is: 

—  no  province  entitled  to  equalization  payments  would  receive  less 
than  it  would  have  received  under  a  continuation  of  the  old 
equalization  formula  and  tax  rental  agreements,  and 
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TABLE  2.4 

Illustrative  effect  for  fiscal  year  1961-62  of  including  provincial  natural  resource  revenues  with  standard  taxes  of  16-9-50  with  equalization  to  the  national  average,  using  1960-61  as  basis  for 
standard  taxes  and  1956-57  to  1958-59  as  basis  for  provincial  natural  resource  revenues  (All  dollar  figures  except  per  capitas  in  thousands) 
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Equalization  payments 


—  no  province  would  receive  less  in  total  than  it  had  received  on 
average  in  the  first  two  years  x>r  in  the  first  year  of  the  previous 
arrangements. 

This  is  why,  as  Table  2.3  shows,  Alberta  received  equalization  until 
fiscal  year  1964-65,  even  though  it  had  become  a  'have’  province  on 
the  basis  of  its  natural  resource  revenues. 

The  significance  of  the  1962  arrangements  is  that  they  were  the 
first  to  extend  equalization  beyond  the  three  shared  taxes.  In  this 
respect,  the  1962  scheme  opened  the  door  for  the  very  extensive 
system  that  emerged  in  1967.  Note  also  that  as  far  as  the 
determination  of  the  equalization  entitlements  was  concerned,  it  did 
not  matter  at  what  rates  the  provinces  actually  taxed  these  three 
standard  revenue  sources.  Entitlements  were  calculated  by  applying 
the  standard  rates  (the  abatements)  to  the  revenue  sources.  This  is 
very  different  from  the  present  system,  under  which  entitlements  are 
based  on  the  revenues  actually  collected.  Under  the  1962  scheme,  a 
decision  by  Alberta  not  to  tax  personal  income  would  not  have  reduced 
the  level  of  equalization  for  other  provinces.  This  is  not  the  case  under 
any  of  the  more  recent  programs. 

Modifications  after  1962 

One  of  the  factors  that  affected  equalization  during  the  1962-67  period 
was  the  increase  in  the  level  of  the  personal  income  tax  abatement, 
initially  set  at  16  per  cent.  A  series  of  negotiations  brought  the 
provincial  percentage  to  24  per  cent  by  the  end  of  the  arrangements. 
This  was  not  a  change  in  the  formula  itself,  but  only  an  increase  in  the 
amount  of  personal  income  taxation  that  entered  the  formula. 

There  was,  however,  one  major  change  in  the  formula.  Living  up  to 
a  1963  election  promise,  the  new  Liberal  government  reinstated  the 
top  two  provinces  as  the  standard  for  equalization  with  respect  to  the 
three  shared  taxes.  Ontario  and  British  Columbia  were  the  top  two 
provinces.  Resource  revenues  were  no  longer  equalized.  Rather,  50 
per  cent  of  the  amount,  if  any,  by  which  the  three-year  average  of  a 
given  province’s  per  capita  resource  revenue  exceeded  the  national 
average  would  henceforth  be  deducted  from  this  province’s 
equalization  arising  from  the  shared  taxes.  With  the  change  to 
equalizing  to  the  two  highest-yield  provinces  for  the  shared  taxes, 
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equalization  entitlements  were  generated  for  all  provinces  except 
Ontario.  However,  the  resource  deduction  removed  British  Columbia 
and  Alberta  from  the  group  of  recipient  provinces.  Averaging  to  the 
two  highest-yield  provinces  (combined  with  the  rising  proportion  of 
income  tax  eligible  for  equalization)  more  than  offset  the  removal  of 
resource  revenues,  so  that  equalization  payments  rose  rapidly  for  the 
last  three  years  of  the  arrangements  (see  Table  2.3). 

Like  the  previous  five-year  arrangements,  the  1962-67  scheme 
included  an  overview  provision  relating  to  revenue  stabilization.  The 
federal  government  guaranteed  that  the  yield  from  the  standard  taxes 
plus  equalization  over  the  duration  of  the  agreements  would  not  be 
permitted  to  fall  below  95  per  cent  of  the  average  yield  from  standard 
taxes,  equalization,  and  stabilization  payments  over  the  preceding 
two  years.  This  provision  was  valuable  to  the  provinces  principally 
because  it  helped  them  to  establish  better  credit  ratings.  With  overall 
revenue  growing  quickly  over  this  period,  the  provision  cost  Ottawa 
nothing. 

THE  1967-72  FISCAL  ARRANGEMENTS: 

THE  RNAS  EQUALIZATION  SYSTEM 

The  Fiscal  Arrangements  Act  of  1967  was  a  critical  milestone  in  the 
evolution  of  Canada’s  system  of  equalization  payments.  The  formula 
for  equalization  incorporated  in  the  act  underlies  our  present 
equalization  program.  The  many  modifications  that  have  been  made 
to  the  1967  program,  at  least  those  made  up  until  1982,  are  for  the 
most  part  changes  in  degree  and  not  in  substance.  It  is  appropriate, 
therefore,  to  deal  with  the  rationale  underlying  the  1967  system  in 
some  detail.  However,  in  keeping  with  the  pattern  developed  thus  far, 
I  shall  first  discuss  the  tax  changes  associated  with  the  1967 
agreement. 

Tax  arrangements 

As  noted  above,  for  the  last  year  of  the  1962-67  agreements  Ottawa 
transferred  24  points  of  the  personal  income  tax  system  to  the 
provinces  and  9  tax  points  of  the  corporate  tax.  In  addition,  it 
proposed  a  series  of  'contracting-ouf  or  'opting-out’  provisions  for 
provinces  that  wanted  to  assume  full  responsibility  for  programs 
covered  under  conditional  or  shared-cost  provisions.  Only  Quebec 


45 


Equalization  payments 


took  advantage  of  this  opting-out  privilege,  receiving  an  additional 
personal  income  tax  abatement  of  23  tax  points.  This  meant,  however, 
that  there  was  a  major  cleavage  between  the  arrangements  applicable 
to  Quebec  and  those  applicable  to  the  remaining  nine  provinces. 
(There  were  of  course  a  host  of  other  'cleavages’  in  the  arrange¬ 
ments — e.g.,  the  Atlantic  Provinces  Adjustment  Grants.)  Partly  as  a 
result  of  this  situation,  Ottawa  proposed  that  the  provinces  assume 
full  responsibility  for  the  shared-cost  programs  in  health  and  welfare 
in  return  for  17  additional  personal  income  tax  abatement  points.  As 
Strick  notes,  'the  provinces  rejected  the  federal  proposals,  fearing  that 
with  the  soaring  costs  of  education,  health,  and  welfare,  the 
abatement  offered  would  produce  less  revenue  in  the  future  than  the 
shared-cost  arrangement’  (1973,  111). 

A  compromise  was  struck  that  gave  the  provinces  four  additional 
personal  income  tax  points  and  one  corporate  tax  point  in  support  of 
post-secondary  education  financing.  However,  this  arrangement  did 
not,  over  the  longer  term,  bring  the  provinces  any  additional  funding: 
post-secondary  education  expenditure  continued  to  be  shared  between 
Ottawa  and  most  of  the  provinces  on  a  50-50  basis.14  To  be  more 
precise,  the  federal  government  covered  50  per  cent  of  operating 
expenditures  and  the  balance  was  financed  by  the  provinces,  by 
endowments,  and  by  students’  tuition  fees.  Over  time,  the  value  of  the 
tax  transfer  diminished  relative  to  50  per  cent  of  education 
expenditures,  and  eventually  all  provinces  received  some  support  in 
the  form  of  cash  grants.  While  this  tax-transfer  provision  appears  to 
be  of  rather  limited  importance,  it  was  viewed  favourably  by  the 
provinces.  That  is,  the  tax-point  transfer  portion  of  post-secondary 
funding  was  viewed — by  the  provinces — as  a  provincial  own-source 
revenue  and  not  as  a  transfer  from  the  federal  level. 

Clearly  the  additional  tax-point  transfer  to  the  provinces  did  not 
represent  the  creation  of  new  tax  room  for  the  provinces  that  many  of 
them  had  requested.  More  generally,  Ottawa  now  took  the  view  that 
if  the  provinces  wanted  funds  over  and  above  what  they  already  had 
from  their  own  sources  and  what  they  received  in  the  form  of 
conditional  and  unconditional  grants  they  could  raise  their  own  tax 
rates.  In  effect,  the  federal  government  appeared  to  be  putting  an  end 
to  the  process  by  which  it  vacated  successive  portions  of  the  income 
tax  sources  (particularly  the  personal  income  tax)  in  order  to  provide 
the  provinces  with  a  greater  share  of  these  taxes. 
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Equalization 

The  negotiations  leading  up  to  the  1967  fiscal  arrangements  began  as 
early  as  1964,  with  the  creation  of  a  federal-provincial  Tax  Structure 
Committee.  As  part  of  its  terms  of  reference,  the  Tax  Structure 
Committee  was  directed  to  investigate  The  relation  of  equalization 
grants  to  the  fiscal  requirements  and  fiscal  capacities  of  the  provinces, 
and  the  best  equalization  arrangements  for  the  period  1967-72’ 
(Moore,  Perry,  and  Beach  1966,  90).  The  result  was  the  development 
of  the  'representative  tax  system’  of  equalization  payments. 
Commenting  on  the  new  program,  the  then  minister  of  finance, 
Mitchell  Sharp,  noted: 

...it  will  be  evident  that,  while  we  do  not  accept  the  view  that 
the  federal  government  has  a  responsibility  to  ensure  that  all 
provinces  have  adequate  fiscal  resources,  without  regard  to 
the  expenditures  they  undertake  or  the  tax  measures  they 
impose,  we  do  agree  that  the  federal  government  should  enable 
each  province  to  provide  an  adequate  level  of  public  services 
without  having  to  resort  to  rates  of  taxation  substantially 
higher  than  those  of  other  provinces.  I  said  that  we  had  sought 
a  means  to  achieve  this  end  as  objectively  and  equitably  as 
possible.  We  concluded  that  we  could  come  as  close  as  is 
presently  possible  to  this  objective  by  adopting  a  formula 
which  would  take  into  account  all  provincial  revenues ,  and 
which  would  bring  the  revenue  yield  in  all  provinces  up  to  the 
national  average  yield.  This  is  achieved  by  applying  average 
provincial  tax  rates  to  a  comprehensive  index  of  fiscal  capacity 
in  each  province,  and  determining  whether  the  resulting 
revenue  yield  is  below  the  national  average.  If  it  is,  the 
federal  government  makes  up  the  difference.  This  approach 
would  constitute  a  fundamental  reform  in  our  equalization 
arrangements.  It  would  give  us  a  formula  which  is  more 
objective  and  more  responsive  to  provincial  needs,  because  it 
includes  all  revenues  rather  than  an  arbitrarily  selected 
number  of  them,  and  because  payments  would  grow 
automatically  as  provincial  responsibilities  and  revenues 
grow.  (Sharp  1966,  66) 

I  have  added  emphasis  to  the  two  parts  of  the  minister’s  comments 
that  are  particularly  enlightening.  The  first  provides  the  rationale  for 
the  program.  It  is  clear  that  the  rationale  has  its  underpinnings  in  the 
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Rowell-Sirois  philosophy  with  respect  to  the  proposed  National 
Adjustment  Grants.  It  is  also  clear  that  this  rationale  has  endured 
well,  since  with  a  few  modifications  it  appears  in  the  Constitution  Act, 
1982.  The  second  emphasized  section  of  the  quotation  stresses  the 
comprehensiveness  of  this  new  approach  to  equalization.  All 
provincial  (but  not  local )  revenues  are  to  be  included.  Moreover,  the 
logic  of  this  representative  tax  system  is  that  if  enough  provinces 
begin  to  tax  another  revenue  source  it  too  will  be  brought  into  the 
equalization  program. 

For  the  purposes  of  this  study,  I  shall  refer  to  this  approach  to 
equalization  as  the  representative  national-average  standard  CRN  AS) 
approach.  It  is  a  'representative’  system  in  the  sense  that  it  takes 
account  of  the  actual  taxing  practices  of  the  provinces  in  terms  of  both 
the  range  of  taxes  entering  the  formula  and  the  manner  in  which  the 
tax  bases  are  defined.  Since  the  revenues  for  each  revenue  source  are 
brought  up  to  the  national-average  level — that  is,  the  national  av¬ 
erage  becomes  the  equalization  'standard’ — the  label  RNAS  seems 
wholly  appropriate. 

The  details  of  the  RNAS  formula  are  not  reproduced  here.  With  a 
few  modifications,  outlined  below,  the  system  introduced  in  1967  was 
the  same  as  the  system  in  operation  in  1981-82.  Thus,  a  full  analysis 
of  this  approach  to  equalization  is  the  subject  of  Part  IV  of  the  present 
study. 

In  the  1967  version  of  the  program,  only  16  tax  sources  entered  the 
formula,15  compared  with  30  sources  taken  into  account  in  the 
1981-82  version.  While  some  new  revenue  categories  have  been  added 
over  the  years  (the  most  significant  has  been  the  school-purpose 
portion  of  local  property  taxes,  added  in  1973),  the  bulk  of  the  increase 
in  revenue  categories  has  come  about  by  splitting  existing  categories. 
For  example,  alcoholic  beverages  taxes  accounted  for  one  tax  source  in 
the  1967  formula.  In  1981-82,  thev  accounted  for  three:  revenues  for 
beer,  wine,  and  spirits  entered  the  formula  separately.  The  second 
difference  is  that  in  1967  all  revenue  categories  were  equalized  in 
full — that  is,  total  provincial  revenues  were  equalized — while  the 
1977-82  system  allowed,  for  example,  only  50  per  cent  of 
nonrenewable  resource  revenues  to  enter  the  formula. 

The  overall  impact  of  this  formula  on  equalization  flows  is  readily 
apparent  from  Table  2.3.  Equalization  payments  jumped  by  $200 
million  between  fiscal  years  1966-67  and  1967-68.  And  this  was  in 
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spite  of  the  fact  that  the  equalization  standard  had  reverted  from  the 

yield  in  the  top  two  provinces  to  a  national  average.  Research 

indicates  that  if  the  richest  two  provinces  had  been  utilized  as  the 

standard  for  equalization  in  1968-69,  overall  equalization  flows  for 

that  year  would  have  been  an  astounding  $2,551  billion,  compared 

with  an  actual  level  of  $707.5  million.  Moreover,  all  of  the  provinces 

1 

except  Alberta  would  have  been  eligible  for  equalization  payments. 
No  surprise,  then,  that  the  national-average  concept  prevailed. 

The  shared-cost  program  for  medicare:  another  equalization  program ? 

In  1968,  Ottawa  offered  to  share  the  costs  of  provincial  medicare 
programs  provided  that  the  provincial  program  abided  by  certain 
provisions,  such  as  universality  of  coverage  and  portability  of  benefits. 
Overall,  the  program  had  a  50  per  cent  cost-sharing  format.  However, 
the  manner  in  which  Ottawa  disbursed  this  50  per  cent  was  very  much 
different  from  the  manner  in  which  it  disbursed  normal  shared-cost  or 
conditional  grants.  Specifically,  all  provinces  were  to  submit  their 
medicare  expenses  to  the  federal  government.  The  federal  share 
would  equal  the  provincial  total  (this  was  the  50  per  cent  sharing 
concept).  However,  the  federal  government  would  pay  out  its  share  on 
an  equal-per-capita  basis  to  the  provinces  without  regard  to  the  actual 
per  capita  expenditures  across  the  provinces.  This  was  more  akin  to 
full  equalization!  Some  provinces  argued  that  this  was  still  not  an 
adequate  arrangement,  since  the  provinces  varied  in  their  abilities  to 
come  up  with  their  own  halves  of  the  program.  But  the  large  increase 
in  equalization  flows  over  the  same  period  reduced  the  force  of  this 
argument.  It  is  interesting  to  note  that  Ottawa  has  been  increasingly 
influenced  by  what  amounts  to  a  fiscal  needs  approach  to  shared-cost 
financing.  Post-secondary  education  was  essentially  financed  on  a 
straightforward  50  per  cent  cost-sharing  basis.  The  financing  for 
hospital  insurance  involved  some  degree  of  equalization  in  that  a 
province  received,  from  Ottawa,  25  per  cent  of  its  own  per  capita  costs 
and  25  per  cent  of  the  national  average  per  capita  costs.  The  medicare 
proposal,  with  its  concept  of  identical  per  capita  payments  across 
provinces,  went  the  full  distance  with  respect  to  revenue  equalization. 
The  last  approach  was  to  dominate  ten  years  later,  when  these 
programs  were  converted  to  a  block-funding  format.  More 
information  on  this  point,  including  some  measure  of  the  degree  of 
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equalization  embodied  in  the  plans,  will  be  provided  later  in  this 
chapter,  in  the  context  of  the  discussion  of  the  1977  Fiscal 
Arrangements  Act. 

THE  1972-77  ARRANGEMENTS 
Tax  reform  and  the  revenue  guarantee 

Federal  tax  reform  was  the  order  of  the  day  in  1972.  After  the  report 
of  the  Royal  Commission  on  Taxation  (the  Carter  Commission), 
several  federal  position  papers,  innumerable  private  sector 
submissions,  and  seemingly  endless  discussion  and  debate,  the  way 
was  paved  for  Ottawa  to  introduce  income  tax  changes.  The  reform 
package  incorporated  several  proposals  that  effectively  reduced  the 
federal  personal  income  tax  base  on  which  the  provincial  shares  of 
taxes  were  calculated.  Since  the  provinces  shared  the  proceeds  of  the 
income  tax  with  Ottawa,  it  was  possible  that  instead  of  following  the 
federal  lead  in  introducing  reform  they  would  use  the  reform  to 
increase  their  own  tax  revenues  by  introducing  offsetting  provisions 
in  their  tax  legislation.  In  other  words,  federal  efforts  directed  toward 
tax  reform  for,  and  tax  reductions  to,  Canadians  could  conceivably  end 
up  as  transfers  of  taxes  to  the  provinces.  Therefore,  the  federal 
government  offered  the  provinces  a  'revenue  guarantee’.  In  effect,  this 
assured  the  provinces  that  if  they  maintained  certain  parallel  features 
between  their  own  and  the  federal  tax  structures,  their  equalized 
income  tax  receipts  under  the  reformed  tax  regime  would  be  no  less 
than  they  would  have  been  under  the  old  regime. 

This  revenue  guarantee  was  originally  intended  to  last  only  three 
years,  after  which  the  provinces  were  expected  to  increase  their  own 
tax  rates  to  make  up  any  lost  revenues.  In  addition,  it  was  expected 
that  the  payments  arising  out  of  the  program  would  be  quite  modest. 
Subsequent  developments  belied  these  expectations.  The  revenue 
guarantee  was  eventually  extended  to  cover  the  entire  period  of  the 
1972-77  arrangements.  Although  it  is  not  my  intention  to  place  too 
much  emphasis  on  this  novel  feature  of  federal-provincial  financial 
arrangements,17  it  might  be  instructive  to  consider  some  examples  of 
the  reforms  that  were  covered  under  the  umbrella  of  the  revenue 
guarantee.  Reforms  instituted  in  1972  included:  making 
Unemployment  Insurance  benefits  taxable  (which  in  itself  increased 
provincial  revenues),  increased  child-care  exemptions,  introduction  of 
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a  capital  gains  tax  (again,  this  served  to  increase  the  tax  base),  an 
increase  in  allowable  Registered  Retirement  Savings  Plans,  and,  most 
important  of  all,  an  increase  in  the  personal  income  tax  exemption 
from  $1,000  to  $1,500  for  the  breadwinner  and  from  $2,000  to  $2,850 
for  the  husband-wife  combination.  Tax  measures  introduced  after 
1972  but  included  under  the  guarantee  included  a  $1,000 
interest-income  exemption,  a  $1,000  pension  deduction,  a  $50  per 
month  education  deduction,  and  an  increase  in  exemptions  for  the 
elderly.  All  of  the  provinces  introduced  similar  provisions  in  their 
own  tax  structures  and  thus  became  eligible  for  the  revenue 
guarantee. 

It  is  important  to  note  that  the  most  significant  structural  reform  of 
the  personal  income  tax — namely,  automatic  indexing  to  adjust  for 
inflation,  introduced  in  1973 — was  decreed  by  Ottawa  to  be  ineligible 
for  inclusion  under  the  provisions  of  the  revenue  guarantee.  The 
cumulative  cost  to  the  provinces  of  this  measure  over  the  1972-77 
period  alone  was  in  the  neighbourhood  of  several  billion  dollars. 
Quebec  did  not  follow  the  federal  lead  here,  and  therefore,  did  not 
index  its  own  personal  income  tax  system  to  adjust  for  inflation. 

Another  feature  of  the  1972  arrangements  was  the  termination  of 
federal  gift  and  estate  taxes.  Ontario,  Quebec,  and  British  Columbia 
already  had  their  own  succession  duties  and  gift  taxes,  and  several 
other  provinces  now  followed  suit. 

Equalization 

The  logic  of  the  RNAS  system  of  equalization  payments  is  such  that 
one  would  expect  new  taxes  to  be  added  from  time  to  time  as  the 
provinces  venture  into  new  tax  areas.  In  1972  three  new  bases  were 
added  to  the  formula — race  track  taxes,  medicare  premiums,  and 
hospital  premiums — bringing  the  total  revenue  sources  covered  under 
the  program  to  19.  However,  all  of  the  revenues  from  all  three  of  these 
bases  had  previously  entered  the  formula  under  the  'miscellaneous 
revenue’  category. 

Much  more  significant  were  modifications  that  occurred 
subsequent  to  the  1972  revision.  Two  are  of  particular  significance. 
Beginning  in  fiscal  year  1973-74,  that  proportion  of  local  property 
taxes  designated  for  school  purposes  (roughly  half)  was  brought  into 
the  formula.  This  was  a  step  toward  a  position  long  advocated  by  some 
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of  the  recipient  provinces,  namely  the  inclusion  under  the  formula  of 
municipal  or  local  revenues.  Property  taxes  clearly  fell  into  this 
category.  Yet  because  the  measure  made  room  for  only  the  portion  of 
the  property  tax  that  was  earmarked  for  education,  it  did  not 
necessarily  represent  a  step  in  the  direction  of  including  taxes 
designated  principally  for  local  uses.  Since  New  Brunswick  and 
Quebec  were  moving  toward  a  centralization  of  their  school  systems, 
one  could  argue  that  taxes  financing  education  were  essentially 
provincial  rather  than  local  revenues. 

The  second  significant  alteration  over  the  1972-77  period  occurred 
as  a  result  of  the  mushrooming  of  the  world  oil  price  in  1973  and  1974. 
In  the  fall  of  1974  the  federal  government  announced  that  energy 
royalties  and  revenues  would  no  longer  be  equalized  in  full.  Rather, 
for  purposes  of  the  formula,  Ottawa  would  distinguish  between  'basic 
revenues’  (that  is,  revenues  not  attributable  to  the  international 
energy  disturbance)  and  'additional  revenues’  (revenues  that  were  so 
attributable).  Basic  revenues  (defined  in  terms  of  actual  revenues  for 
fiscal  year  1973-74,  escalated  by  a  volume  index  that  would  take 
account  of  any  increases  in  production  between  1973  and  the  current 
year)  would  be  equalized  in  full.  Additional  revenues  would  equal 
actual  revenues  for  the  current  year  minus  basic  revenues.  They 
would  be  equalized  to  the  extent  of  one-third. 

This  was  the  first  of  a  series  of  measures  designed  to  insulate  the 
equalization  formula  from  the  consequences  of  rapidly  rising  world 
and  domestic  energy  prices  (a  detailed  analysis  of  these  measures 
appears  in  Chapter  5).  It  brought  into  sharp  focus  a  problem  implicit 
in  the  open-ended  nature  of  the  equalization  formula  and  the  indirect 
manner  in  which  it  attempts  to  meet  its  purpose.  That  purpose  is  to 
provide  financing  to  poorer  provinces  in  order  to  allow  them  to  provide 
basic  services  at  reasonable  tax  rates,  a  goal  the  formula  attempts  to 
accomplish  by  equalizing  revenues.  Thus  a  substantial  revenue 
windfall  for  one  or  more  provinces  will  raise  the  level  of  equalization 
payments  to  provinces  eligible  to  receive  them,  whether  or  not  the  cost 
of  providing  the  basic  services  in  those  provinces  has  risen  apace.  Even 
in  the  resource-rich  provinces  not  all  of  the  resource  revenues  end  up 
being  spent  on  basic  services. 

There  is  another  important  point  to  be  made  in  this  connection. 
Throughout  this  analysis  care  has  been  taken  to  describe  programs 
other  than  the  formal  equalization  program  that  have  equalization 
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aspects.  Canada’s  policy  with  respect  to  resource  revenues  falls  into 
this  category.  By  holding  the  domestic  price  of  energy  below  world 
levels,  the  federal  government  is  diverting  potential  revenues  away 
from  the  Alberta  treasury  and  giving  them  to  individual  Canadians  in 
the  form  of  lower  prices  for  energy  and  energy-related  goods. 
Although  these  rents  go  to  people  rather  than  to  provincial 
governments,  this  does  represent  a  sharing  across  Canada  of  energy 
rents,  a  large  portion  of  which  would  otherwise  end  up  in  the  coffers  of 
the  energy-producing  provinces.  This  is  a  form  of  equalization  and 
can  be  used  to  justify  the  less-than-full  equalization  of  energy 
revenues  in  the  formal  equalization  program. 

The  1977  Fiscal  Arrangements  Act  carried  these  energy-related 
modifications  even  further. 

THE  1977  FISCAL  ARRANGEMENTS  ACT 
Equalization 

The  1977  equalization  program  was  essentially  a  continuation  of  the 
1967  RNAS  approach  to  equalization.  I  say  this  not  to  downplay  the 
various  overrides  that  were  at  this  time  incorporated  into  the  formula, 
but  only  to  emphasize  that  many  of  the  changes,  such  as  reclassifying 
revenue  sources  and  redefining  tax  bases,  were  fully  consistent  with 
the  operations  of  a  representative  tax  approach.  Since  many  of  these 
alterations  relate  to  energy  and  will  be  treated  in  considerable  detail 
in  Chapter  5,  I  shall  simply  itemize  the  major  changes  ushered  in  by 
the  1977  legislation: 

—  The  number  of  revenue  sources  increased  to  29.  It  is  instructive  to 
note  that  no  new  revenue  sources  entered  the  formula.  The  increase  in 
categories  came  principally  from  splitting  up  previous  categories  (for 
example,  the  alcohol  category  was  split  into  its  three  components)  and 
from  gathering  elements  of  various  existing  tax  sources  (especially 
from  the  miscellaneous  category)  and  combining  them  into  new  tax 
sources.  Thus  the  system  became  more  sensitive  to  the  actual  taxing 
practices  of  the  provinces;  that  is,  it  became  more  'representative’. 

—  A  number  of  tax  bases  were  redefined.  The  most  important  of  these 
was  the  old  corporate  income  tax  base,  which  became  'revenues  from 
business  income’  and  now  included  the  profits  from  provincial 
government  business  enterprises. 
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—  The  proportion  of  nonrenewable  resource  revenues  eligible  for 
equalization  was  set  at  50  per  cent.  This  replaced  the  previous  system 
under  which  100  per  cent  of  basic  resource  energy  revenues  and 
one-third  of 'additional’  energy  revenue  entered  the  formula. 

—  The  proportion  of  total  equalization  that  could  arise  from  natural 
resource  sources  (renewable  as  well  as  nonrenewable)  was  limited  to  a 
maximum  of  one-third.  This  provision  has  been  called  the  'natural 
resource  override’,  but  it  is  more  frequently  referred  to  as  the  resource 
ceiling  or  the  resource  cap. 

The  only  significant  changes  in  the  formula  during  the  five-year 
period  of  the  arrangements  occurred  in  1981.  The  most  important 
change  has  come  to  be  known  as  the  'personal  income  override’. 
Ontario  qualified  for  equalization  entitlements  for  every  year  of  the 
1977-82  arrangements.  Since  this  was  deemed  to  be  an  unac-ceptable 
situation,  Parliament  enacted  Bill  C-24,  under  which  no  province  is 
eligible  to  receive  equalization  if  its  personal  income  per  capita 
exceeds  the  national  average  level  in  the  current  year  and  in  the 
preceeding  two  years.  In  effect,  this  provision  applies  only  to  Ontario 
and  indeed  it  was  so  designed.  A  second,  less  important  provision  of 
Bill  C-24  phased  one  of  the  energy  categories  (sales  of  Crown  leases) 
out  of  the  formula.  In  part,  the  purpose  of  this  provision  was  to  ensure 
that  the  33^  per  cent  resource  cap  would  not  become  binding.  A  final 
alteration  in  the  program  was  the  result  of  the  National  Energy 
Program,  which  included  a  provision  returning  to  the  provinces 
one-half  of  the  revenues  arising  from  the  federal  export  tax  on  oil. 
These  revenues  entered  the  formula  as  a  separate  category  for  fiscal 
year  1981-82. 

Far  and  away  the  most  important  feature  of  the  1977  Fiscal 
Arrangements  Act  was  the  conversion  of  the  'established  programs’ 
(medicare,  hospital  insurance,  and  post-secondary  education)  from  a 
shared-cost  conditional  grant  to  a  block-funding  unconditional  grant 
basis.  Moreover,  as  will  be  argued  below,  a  substantial  element  of 
'equalization’  was  built  into  the  new  arrangements. 

Block  funding  of  the  established  programs 

Prior  to  1977,  all  three  major  programs  included  under  the  umbrella 
of  the  'established  programs’  were  50  per  cent  shared-cost  programs. 
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But  the  manner  in  which  this  federal  share  was  paid  to  the  provinces 
differed  markedly  across  the  programs.  Post-secondary  funding 
followed  the  typical  shared-cost  format:  Ottawa  paid  50  per  cent  of  the 
provincial  operating  costs.  Part  of  this  funding  came  in  the  form  of  a 
tax  transfer  of  four  equalized  personal  tax  points  and  one  equalized 
corporate  tax  point,  but  these  transfers  had  no  real  impact  on  money 
flows  since  they  did  not  cover  the  50  per  cent  funding  and  had  to  be 
topped  up  with  cash  transfers.  For  three  provinces  (Newfoundland, 
Prince  Edward  Island,  and  New  Brunswick),  the  post-secondary 
funding  took  the  form  of  a  per  capita  grant  (originally  set  at  $15,  but 
increased  over  time  with  the  average  rate  of  growth  of  post-secondary 
expenditures).  At  the  other  end  of  the  spectrum  was  the  funding 
scheme  for  medicare.  As  noted  above,  Ottawa  paid  its  50  per  cent  of 
total  program  costs  in  terms  of  an  equal-per-capita  transfer  to  the 
provinces,  independent  of  their  own  per  capita  expenditures.  Hospital 
expenditure  occupied  the  middle  ground — each  province  received  25 
per  cent  of  its  own  per  capita  expenditures  and  25  per  cent  of  national 
average  per  capita  expenditures. 

Thus  there  already  existed  some  tendency  to  treat  provinces  on  an 
equal  per  capita  footing  under  the  pre-1977  programs.  Elsewhere,  I 
have  calculated  what  I  have  termed  the  'implicit  equalization’ 
resulting  from  these  programs  as  they  existed  in  fiscal  year  1975-76 
(Courchene  1979,  10).  'Implicit  equalization’  is  the  amount  by  which 
the  federal  transfers  to  the  provinces  exceed  what  the  provinces 
themselves  spend  on  the  programs.  Since  Ottawa  bears  exactly  50  per 
cent  on  an  overall  basis,  weighted  by  population  these  provincial 
measures  of  implicit  equalization  will  sum  to  zero.18  Four  provinces 
come  out  with  negative  implicit  equalization  (Ontario,  British 
Columbia,  Alberta,  and  Quebec),  while  the  remaining  six  have 
positive  implicit  equalization — that  is,  the  federal  contribution  re¬ 
presents  more  than  50  per  cent  of  their  expenses.  And  for  a  few  of 
these  provinces  this  equalization  is  fairly  substantial:  for  1975-76, 
Prince  Edward  Island  got  $38.09  per  capita  more  than  it  spent  of  its 
own  money  on  these  programs  and  New  Brunswick  got  $29.00  more. 19 

The  1977  fiscal  arrangements  went  a  further  step  toward  providing 
equality  per  capita  across  provinces  in  the  financing  of  the  established 
programs.  This  is  hardly  surprising,  since  it  was  cited  by  Prime 
Minister  Trudeau  as  one  of  the  objectives  of  the  reform: 
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There  should  be  greater  equality  in  per  capita  terms  among 
the  provinces  with  regard  to  the  amount  of  federal  funds  they 
receive  under  the  programs.20 

The  actual  reform  measures  are  rather  detailed.  Two  items  deserve 
mention.  First,  the  transfers  became  unconditional.  The  provinces 
could  spend  the  funds  as  they  wished.  However,  the  principles 
underlying  the  health  program  still  had  to  be  observed: 
comprehensiveness  of  coverage,  accessibility  to  service  uninhibited  by 
excessive  user  charges,  portability  of  benefits  across  Canada,  and 
nonprofit  administration  by  a  public  agency.  Second,  when  all  the 
dust  had  settled,  the  funding  effectively  amounted  to  an  equal-per- 
capita  transfer  to  all  provinces  at  a  level  that  equalled  the  average 
amount  spent  on  the  program  by  the  two  richest  provinces.  Actually, 
this  equal-per-capita  amount  was  increased  by  the  equivalent  of  two 
equalized  personal  income  tax  points  to  account  for  the  fact  that  the 
revenue  guarantee  (discussed  in  connection  with  the  1972-77 
arrangements)  was  being  terminated.  One-half  of  this  additional 
transfer  took  the  form  of  an  equalized  one-point  personal  income  tax 
transfer  and  the  other  half  was  a  cash  grant.  This  equal-per-capita 
amount  was  to  escalate  each  year  by  the  average  rate  of  growth  of  per 
capita  GNP  over  the  three  preceding  years.21  Since  all  of  the 
provinces  were  brought  up  to  this  new  national  average  funding  level 
(unless  their  tax  revenues  from  the  transferred  tax  points  gave  them 
more  than  this,  a  situation  that  applied  only  to  Alberta),  many  of 
them  received  a  handsome  windfall.  For  example,  if  we  take  Ontario 
as  the  standard,  Prince  Edward  Island  benefited  by  an  additional  $42 
per  capita,  New  Brunswick  by  $30,  and  Saskatchewan  by  $28 
(Courchene  1979,  18).  And  these  windfalls  were  permanent  and  were 
subject  to  the  GNP  escalation. 

This  block  funding  of  the  established  programs  reproduces  two  of 
the  features  of  equalization — funding  up  to  the  level  of  the  average  of 
the  highest  two  provinces  and  unconditional  payments.  Thus,  it  is 
critical  when  discussing  the  role  of  the  formal  equalization  program 
and  its  evolution  over  time  to  take  into  account  the  various  other 
aspects  of  the  fiscal  arrangements  that  incorporate  significant 
features  of  equalization.  As  I  have  shown,  this  is  clearly  true  for  the 
recent  past,  and  no  doubt  it  will  be  true  for  the  future  as  well. 
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Finally,  it  is  important  to  recognize  that  there  is  a  link  between  the 
Financing  of  the  established  programs  and  the  formal  equalization 
system.  As  I  said  in  note  21,  the  funding  for  the  established  programs 
consists  in  part  of  just  over  13  personal  income  tax  points  and  one 
corporate  income  tax  point.  These  tax  points  enter  the  equalization 
program  along  with  the  balance  of  personal  and  corporate  tax 
revenues.  Hence  the  value  of  equalization  for  1981-82  incorporated 
the  equalization  associated  with  these  tax  points  for  the  Financing  of 
the  established  programs.  In  calculating  how  much  the  various 
provinces  are  owed  for  the  established  programs,  the  federal 
government  takes  the  equalization  associated  with  established 
program  Financing  into  account  before  making  any  further  payments 
to  reach  the  guaranteed  equal-per-capita  level.  One  could,  if  one 
wished,  separate  out  these  tax  points  from  equalization  and  include 
them  in  the  financing  Figure  for  the  established  programs.  I  have 
included  them  in  equalization,  following  the  standard  practice. 
However,  it  is  very  important  to  recognize  this  interaction  between 
the  two  programs. 

THE  1982  FISCAL  ARRANGEMENTS 

My  monograph  dealing  with  the  1977  Fiscal  arrangements  made  the 
following  observations  about  the  negotiations  leading  up  to  this 
agreement. 

...the  entire  renegotiation  process  with  respect  to  the  new 
Fiscal  arrangements  essentially  bypassed  the  Parliament  of 
Canada,  as  well  as  the  provincial  legislatures.  While  it  is  true 
that  the  Fiscal  Arrangements  Act  is  an  act  of  Parliament,  the 
House  of  Commons  was  effectively  presented  with  a  fait 
accompli ,  hammered  out  between  representatives  of  Ottawa 
and  the  ten  provincial  governments.  The  bulk  of  the 
Commons  debate  on  the  bill  was  directed  toward  sorting  out 
the  precise  details  of  its  various  provisions.  There  was  no 
debate  in  the  traditional  sense  of  the  term.  This  raises  the 
important  issue  of  whether  the  institution  of  the 
federal-provincial  conference  is  serving  adequately  the  needs 
of  the  nation.  Public  opinion  was  not  brought  to  bear  on  the 
new  arrangements.  This  is  in  marked  contrast  to  the 
information  that  has  been  made  available  through  the  media 
and  the  public  discussion  that  has  arisen  relating  to  the 
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pending  revision  of  the  new  Bank  Act,  for  example.  Yet  in 
comparison  with  the  renegotiation  of  the  financial  basis  of  the 
federation  the  significance  of  the  Bank  Act  is  modest  in  terms 
of  the  impact  on  the  Canada  of  tomorrow. 

Part  of  the  problem  is  that  the  financial  arrangements  are 
so  complex  and  hence  so  little  understood  outside  the 
ministries  of  finance  in  Ottawa  and  in  the  provincial  capitals. 

It  is  much  easier  to  engage  in  debate  over  whether  foreign 
banks  should  be  allowed  to  operate  in  Canada  than  over  the 
complexities  of  the  equalization  formula.  Doing  away  with 
the  institution  of  the  federal-provincial  conference  is  not  the 
answer.  In  sorting  out  these  types  of  issues  it  is  not  only 
natural  but  essential  that  representatives  of  Ottawa  and  the 
provinces  be  involved.  The  answer  is  to  open  up  the 
consultation  and  negotiation  process  in  such  a  way  as  to 
ensure  that  Canadians  have  access  to  far  more  information 
that  has  been  the  case  in  the  past  as  well  as  to  provide  some 
well-defined  avenues  to  enable  Canadians  to  bring  their 
individual  or  collective  opinions  and  expertise  to  bear  on  the 
deliberations.  (Courchene  1979,48) 

The  negotiations  leading  up  to  the  1982  revisions  were  very 
different.  There  was  ample  room  for  input  from  organizations  and 
from  individuals  from  various  walks  of  life.  For  the  first  time  a 
Parliamentary  committee  (the  Parliamentary  Task  Force  on 
Federal-Provincial  Fiscal  Arrangements)  was  struck  with  the  power 
to  call  witnesses  and  to  prepare  a  report  to  Parliament  prior  to  any 
federal  action  on  the  issue.  The  committee’s  document,  Fiscal 
Federalism  in  Canada,  was  published  in  August  of  1981.  Early  in 
1982  the  Economic  Council  of  Canada  published  a  major  document 
entitled  Financing  Confederation :  Today  and  Tomorrow.  In  academic 
circles  the  issue  of  equalization,  particularly  the  issue  of  interaction 
between  the  equalization  system  and  resource  rents,  generated  a 
burgeoning  literature.22  All  in  all,  the  process  was  much  more  'open’ 
than  it  had  ever  been  in  the  past.  Table  2.5  presents  a  chronology  of 
events  associated  with  the  1982  fiscal  arrangements. 

Yet  it  is  probably  fair  to  say  that  the  1982  negotiations  were  as 
heated  as  any  in  the  past.  Basically,  the  provinces  felt  that  they  were 
forced  to  bear  some  of  Ottawa’s  cost-cutting  moves,  particularly  with 
respect  to  the  established  programs.  Moreover,  many  of  them  felt 
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TABLE  2.5 

A  chronology  of  the  1981-82  fiscal  arrangements  discussions 


28  October  1980 

—  Federal  budget  announces  Ottawa’s  intention  to  achieve  'significant  savings’  in 
social  transfer  payments  to  the  provinces,  starting  in  1982. 

17  December  1980 

—  At  a  federal-provincial  meeting  of  finance  ministers,  provinces  urge  the  federal 
government  to  put  forward  concrete  proposals,  and  Mr.  MacEachen  responds  by 
promising  early  discussions  of  a  substantive  nature. 

5  February  1981 

—  The  federal  government  appoints  a  Parliamentary  Task  Force  on  Federal- 
Provincial  Fiscal  Arrangements  to  examine  transfer  payments  'within  the  context  of 
the  (federal)  government’s  expenditure  plan  as  set  out  in  the  October  28,  1980 
budget’. 

25  February  1981 

—  Mr.  MacEachen  states  that  he  is  seeking  $1.5  billion  from  the  provinces  over  the 
years  1982-83  and  1983-84. 

15  August  1981 

—  The  22nd  annual  Premiers’  Conference  concludes  with  provinces  criticizing  the 
lack  of  concrete  federal  proposals  and  urging  the  commencement  of  negotiations. 

28  August  1981 

—  Report  of  the  Parliamentary  Task  Force.  It  rejects  its  restrictive  mandate, 
recommending  that  funding  levels  be  maintained. 

12  November  1981 

—  Federal  budget  proposes  elimination  of  revenue  guarantee  compensation  for 
established  programs  financing  and  an  Ontario  standard  for  equalization. 

23  November  1981 

—  Federal-provincial  finance  ministers  meet  to  discuss  budget  proposals.  Ottawa 
admits  budget  error  resulting  in  significant  new  losses  to  provinces. 

14  December  1981 

—  Second  meeting  of  finance  ministers.  Modest  federal  concessions  on  equalization. 
Provincial  consensus  papers  urge  a  one-year  extension  of  equalization  and 
established  programs  financing. 

18  December  1981 

—  Major  changes  to  the  November  budget  tax  proposals  further  increase  net  losses 
to  provinces. 

15  January  1982 

—  Release  of  new  population  estimates  again  causes  major  revision  of  provincial 
entitlements. 

22  January  1982 

—  Finance  ministers  fail  to  make  any  progress.  First  hints  of  a  five-province 
equalization  standard. 

4February  1982 

—  Conclusion  of  First  Ministers’  Conference  on  Economy.  Prime  minister  holds  to 
proposed  established  programs  financing  cuts,  but  claims  to  have  added  $1  billion 
over  five  years  by  introducing  five-province  standard.  Provinces  propose  one-year 
extension  with  12  per  cent  cap.  No  agreement  is  reached. 

19  March  1982 

—  Fiscal  arrangements  legislation  receives  first  reading  in  House  of  Commons.  1 
April  1982 

—  New  arrangements  become  law. 


SOURCE:  Ontario  (1982,  Chart  7). 
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that,  despite  all  the  room  for  input,  Ottawa  never  really  budged  from 
its  initial  bargaining  position.  And  since  the  Fiscal  Arrangements 
Act  is  an  act  of  the  federal  Parliament,  in  the  final  analysis  Ottawa 
can  always  carry  the  day  if  it  wishes. 

The  established  programs 

The  major  change  in  the  funding  of  the  established  programs  related 
to  the  elimination  of  the  1977  compensation  payments  for  the 
so-called  revenue  guarantee.  The  reader  may  recall  that  the  revenue 
guarantee  was  introduced  in  1972  to  help  the  provinces  through  the 
transition  to  the  income  tax  reform  measures  announced  in  1971.  The 
guarantee  expired  in  1977,  but  the  federal  government  agreed  to 
provide  further  compensation  at  provincial  request.  This 
compensation  took  the  form  of  a  transfer  to  the  provinces  in  the 
context  of  the  1977  fiscal  arrangements  of  the  equivalent  of  two 
additional  personal  income  tax  points- — -one  in  the  form  of  a  transfer  of 
one  personal  income  tax  point  and  the  other  the  form  of  a  cash 
transfer.  At  the  time,  my  interpretation  of  these  additional  two  tax 
points  was  that  they  were  to  be  a  permanent  part  of  the  financing 
package  for  the  established  programs.  Obviously  the  federal 
government  took  a  different  view. 

The  impact  on  provincial  finances  of  the  loss  of  compensation 
payments  has  been  quite  significant.  In  fiscal  year  1982-83,  the 
provinces  received  $935  million  less  in  federal  funding  than  they 
would  have  received  had  the  1977-82  arrangements  been  extended. 
This  cost  is  expected  to  rise  to  $1,425  billion  in  1986-87,  which  will 
bring  the  overall  shortfall  for  the  duration  of  the  new  fiscal 

oo 

arrangements  to  just  under  $6  billion. 

The  other  change  in  the  established  programs  financing  portion  of 
the  fiscal  arrangements  was  the  elimination  of  the  so-called  'fiscal 
dividend’.  As  was  noted  in  the  discussion  of  the  1977  arrangements, 
one-half  of  the  total  transfer  was  in  cash  and  the  other  half  took  the 
form  of  a  transfer  of  tax  points.  The  guaranteed  minimum  for  a 
province  was  an  amount  equal  to  double  the  value  of  the  cash  transfer. 
If,  however,  the  value  of  the  tax  transfer  exceeded  the  value  of  the 
cash  transfer,  the  provinces  were  allowed  to  keep  this  excess.  This 
was  the  'fiscal  dividend’  that  has  now  been  eliminated.  It  has  been 
estimated  that  over  the  1982-87  period  this  move  will  save  Ottawa 
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about  $500  million — $450  million  at  the  expense  of  Alberta  and  the 
rest  at  the  expense  of  British  Columbia.  However,  this  estimate  is 
based  on  expectations  of  provincial  revenues  as  of  early  1982.  The 
severity  of  the  recent  recession  is  such  that  Ottawa’s  expected  savings 
(and  these  provinces’  expected  loss)  will  be  much  less. 

The  major  structural  changes  in  the  fiscal  arrangements  package 
for  1982  took  place  in  the  area  of  equalization.  My  purpose  here  is 
principally  to  describe  rather  than  to  evaluate  the  new  equalization 
program.  In  the  last  section  of  the  study  I  shall  analyse  the  new 
program  in  detail,  both  in  isolation  and  in  relation  to  the  issues  raised 
in  other  sections. 

Equalization 
The  new  formula 

The  1982  equalization  formula  embodies  a  new  standard  for 
equalization,  the  so-called  'representative  five-province  standard’  or 
RFPS.  In  the  initial  Ottawa  proposal,  contained  in  the  1981  federal 
budget,  the  approach  to  equalization  was  the  'Ontario  Standard’.  All 
of  the  provinces’  revenues  were  to  be  brought  up  to  the  per  capita 
levels  that  obtained  in  Ontario.  Obviously,  this  approach  would  have 
solved  the  problem  of  Ontario’s  being  a  recipient  province  for 
equalization:  by  definition,  an  Ontario  standard  would  preclude  the 
province  from  receiving  equalization  payments.  However,  the 
provinces  objected  to  having  a  single  province  serve  as  the  standard 
for  equalization,  so  Ottawa  settled  for  the  RFPS. 

Five  provinces  make  up  the  RFPS — Quebec,  Ontario,  Manitoba, 
Saskatchewan,  and  British  Columbia.  The  program  works  as  follows. 
For  each  revenue  category,  one  applies  the  national  average  tax  rate  to 
the  province’s  own  per  capita  tax  base.  One  then  calculates  the 
five-province  standard  by  applying  this  national  average  tax  rate  to 
the  average  per  capita  base  in  the  five  selected  provinces.  A  province 
is  poor  if  its  resulting  per  capita  yield  is  less  than  the  per  capita  yield 
of  the  RFPS,  and  it  receives  a  positive  equalization  entitlement  equal 
to  the  shortfall.  A  rich  province,  one  whose  per  capita  yield  for  a  given 
tax  source  exceeds  the  average  per  capita  yield  of  the  RFPS  provinces, 
receives  a  negative  entitlement.  These  entitlements  are  then 
summed,  as  they  were  under  the  1977  formula.  If  the  aggregate  is 
positive,  this  is  the  province’s  equalization  payment.  If  it  is  negative, 
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the  equalization  payment  is  set  equal  to  zero — that  is,  as  was  the  case 
under  the  old  arrangements,  no  province  contributes  directly  to  the 
funding  of  the  program.  Detailed  calculations  of  the  RFPS  formula  for 
1982-83  and  a  comparison  of  this  formula  with  the  rejected  Ontario 
standard  and  with  the  old  RNAS  formula  are  presented  in  Part  VI  of 
this  study. 

In  brief,  a  province  is  eligible  for  equalization  equal  to  the  amount 
by  which  its  own  per  capita  yield  (derived  by  applying  national 
average  tax  rates  to  its  own  tax  base)  falls  short  of  the  RFPS  per 
capita  yield  (derived  by  applying  the  national  average  tax  rate  to  the 
average  tax  base  in  the  five  provinces).  This  new  scheme  is  still  a 
version  of  the  representative  tax  system.  However,  instead  of 
bringing  provinces’  revenues  up  to  the  national  average  level,  as  the 
previous  formula  did,  the  new  scheme  brings  them  up  to  the 
representative  five-province  level. 

Extended  coverage 

The  new  formula  has  a  much  broader  revenue  coverage  than  the  old 
RNAS  scheme.  All  energy  revenues  are  once  again  equalized  in  full. 
Municipal  property  taxes  enter  the  formula  for  the  first  time. 
Municipal  receipts  from  the  sale  of  goods  and  services  are  covered. 
There  are  some  other  tax  base  changes  as  well.  For  example,  revenues 
from  potash  are  now  a  separate  category,  taken  out  from  the  former 
mineral  revenue  category.  Even  more  important,  the  energy  revenue 
category  breaks  down  energy  resources  by  types — conventional  old 
oil,  conventional  new  oil,  mined  oil,  heavy  oil,  etc.  These  features  are 
dealt  with  in  detail  in  Part  VI. 

In  terms  of  coverage,  then,  the  new  equalization  formula  includes 
virtually  all  provincial  and  local  revenues.  However,  it  is  important 
to  note  that  there  may  be  less  here  than  meets  the  eye.  In  particular, 
despite  the  fact  that  100  per  cent  of  energy  revenues  now  enter  the 
formula  (compared  with  50  per  cent  under  the  old  formula),  the  actual 
equalization  flows  resulting  from  the  energy  sources  fall  off 
dramatically.  This  is  so  because  the  five  provinces  in  the  standard  are 
not  particularly  energy  rich.  More  on  this  later. 
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Other  changes 

The  1982  formula  contains  an  entirely  new  provision  that  guarantees 
to  equalization-receiving  provinces  a  minimum  level  of  payments  as  of 
1983-84.  Under  this  'floor’  provision,  the  total  equalization 
entitlement  of  a  province  whose  capacity  to  raise  revenue  is  70  per 
cent  or  less  of  the  national  average  will  never  be  less  than  95  per  cent 
of  its  entitlement  for  the  preceding  year.  The  minimum  guarantee 
percentage  is  less  for  provinces  with  higher  capacity.  Another  new 
feature  of  the  program  is  a  transitional  arrangement  that  guarantees 
a  province  entitled  to  equalization  in  1981-82  a  minimum  payment 
level  during  a  three-year  transition  period  beginning  in  1982-83.  This 
provision  will  be  particularly  beneficial  to  Manitoba  and  Quebec,  the 
two  provinces  whose  equalization  entitlements  fall  as  a  result  of  the 
new  program. 

Finally,  the  formula  contains  a  ceiling  provision  under  which  the 
growth  of  total  equalization  payments  will  be  constrained  bv  the  rate 
of  growth  of  GNP,  beginning  in  1983-84.  The  original  proposal  was 
that  the  ceiling  would  apply  in  1982-83.  It  was  altered  to 
accommodate  representations  from  the  provinces. 

ENSHRINING  EQUALIZATION  IN  THE  CONSTITUTION 

Quite  appropriately,  our  review  of  the  legislative  history  of  Canada’s 
equalization  program  ends  with  the  enshrining  of  the  principle  of 
equalization  in  the  Constitution  Act,  1982.  The  precise  wording  of  the 
constitutional  provision  appears  in  the  introduction  to  this  study.  It 
also  appears  as  the  last  entry  in  Table  2.6,  which  summarizes  the 
evolution  of  the  equalization  program. 

It  is  of  considerable  interest  to  note  that  the  wording  of  this 
provision  is  considerably  different  from  that  of  the  original  draft  of  the 
constitution.  This  is  the  earlier  text: 

Parliament  and  the  Government  of  Canada  are  committed  to 
taking  such  measures  as  are  appropriate  to  ensure  that 
provinces  are  able  to  provide  the  essential  public 
services. ..without  imposing  an  undue  burden  of  provincial 
taxation.24 
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Some  of  the  provinces  were  very  concerned  about  this  wording.  For 
one  thing,  there  is  no  mention  at  all  of  the  word  'equalization’. 
Second,  there  is  nothing  to  indicate  that  these  payments  would 
necessarily  go  to  provinces:  they  might  be  made  to  individuals.  The 
enshrined  version  directly  addresses  these  provincial  concerns.  There 
are  other  differences,  such  as  the  substitution  in  the  final  draft  of 
'reasonably  comparable  levels  of  taxation’  for  'undue  burden 
of... taxation’.  Whether  the  judicial  interpretation  of  'undue  burden’ 
would  have  been  more  onerous  than  the  interpretation  of  'reasonably 
comparable’  I  leave  to  legal  minds. 

CONCLUSION 

This  concludes  the  review  of  the  evolution  of  equalization  payments  in 
the  context  of  this  historical  development  of  federal-provincial  fiscal 
arrangements.  In  lieu  of  a  summary,  Table  2.6  provides  a  capsule 
overview  of  the  history  of  Canada’s  equalization  program. 

Unfortunately,  because  of  the  brevity  of  this  historical  overview, 
some  of  the  flavour  of  the  discussion  and  debate  that  accompanied  the 
historical  development  of  the  program  has  been  lost.  For  example, 
there  has  been  little  reference  to  the  many  and  varied  provincial 
counterproposals  to  the  federal  initiatives.  Nor  has  anything  been 
said  about  the  frequent  call  by  provinces,  such  as  by  Nova  Scotia  in 
the  early  years  of  the  program,  to  fall  back  on  Rowell-Sirois  and  the 
system  of  National  Adjustment  Grants.  Also  absent  is  the 
recommendation  by  former  premier  W.A.C.  Bennett  of  British 
Columbia  to  convert  equalization  payments  into  a  negative  income 
tax,  with  transfers  going  to  persons  rather  than  to  provinces. 

Nonetheless,  this  historical  survey  should  lend  some  perspective  to 
the  next  set  of  negotiations  and  provide  a  backdrop  against  which  we 
can  compare  and  contrast  the  alternative  possibilities  for  future 
equalization.  Before  we  focus  on  these  alternatives,  it  is  necessary  to 
spend  some  time  on  the  theory,  as  distinct  from  the  history,  of 
equalization.  This  is  the  purpose  of  Part  III  of  the  study. 
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TABLE  2.6 

A  summary  of  major  developments  with  respect  to  equalization 


TABLE ‘2.6  (continued) 


Comments 

Characteristics  of  this  type  of  program  are  spelled  out  in  Chapters  4  and 

5.  Program  was  open-ended,  driven  by  the  degree  of  disparity  in  the 
revenue  sources  and  by  total  provincial  revenues.  Underlying  rationale 
cited  for  program  was  druwn  from  Rowell-Sirois  Report.  Attempted  to 
be  representative  of  taxing  practices  of  provinces.  Did  not  include 
revenues  designated  for  local  purposes. 

Part  of  the  'housekeeping'  involved  in  keeping  the  system 
'representative'. 

Potentially  a  major  modification  in  that  property  taxes  are  viewed  as  a 
local  rather  than  as  a  provincial  tax. 

Abandonment  of  concept  of 'full'  equalization.  Financial  implications  of 
not  enacting  this  measure  would  havo  been  a  tripling  of  total  payments 
and  the  inclusion  of  Ontario  in  the  have-not  category. 

Postponed  rather  than  solved  problems  created  by  mushrooming  energy 
revenues.  The  60  per  cent  provision  from  1977  onwurd  wus  in  fact  a 
more  generous  treatment  of  energy  resources  than  the  'basic'  and 
'additional'  compromise  devised  in  1974.  Federal  government  felt  it  was 
more  consistent  to  treat  all  non-renewable  resources  in  an  identical 
fashion. 

The  personal  income  override  was  made  retroactive  to  fiscal  year  1977- 
78,  thereby  confiscating  over  $1  billion  of  equalization  due  to  Ontario. 
While  one  may  agree  with  the  spirit  of  the  action,  the  personal  income 

override  is  an  arbitrary  measure  and  does  not  fit  well  into  the 

conceptual  basis  of  the  program,  which  has  to  do  with  fiscal  capacities 

and  not  with  personal  incomes.  This  provision  may  lend  support  to  a 

'macro'  equalization  program  where  the  basis  of  fiscul  deficiencies  is 

calculated  with  respect  to  variables  such  as  personal  income. 

Description  of  amendments  or  innovations 

Sixteen  revenue  categories,  each  with  its  own  base,  equalized  to 
national  average  level.  Revenues  that  were  eligible  for  equalization 
were  based  on  provincial  total  revenues.  Entitlements  were  summed 
over  all  sixteen  categories.  This  total,  if  positive,  represented  the 
province's  equalization.  Negative  overall  entitlements  were  set  equal  to 
zero  (i.e. ,  funding  was  a  federal  responsibility,  no  province  paid  money 
into  the  scheme). 

Addition  of  three  new  tax  sources  brought  total  to  19.  Revenues  from 
these  three  sources  (race  track  revenues,  medical  premiums,  hospital 
premiums)  were  previously  equalized  under  miscellaneous  revenues. 

That  proportion  of  property  taxes  levied  for  school  purposes  was 
incorporated  in  the  program. 

Two  sorts  of  energy  revenues,  'busic'  and  'additional'.  Basic  revenues 
refer  to  those  derived  in  1973-74.  Additional  revenues  are  those 
generated  above  this  level  and  attributable  to  the  rise  in  prices  rather 
than  to  an  increase  in  output,  Basic  revenues  equalized  in  full. 
Additional  revenues  equalized  to  extent  of  one-third. 

Program  expanded  to  29  sources  as  a  result  of  reclassification  of 
revenues,  Major  changes  in  definitions  of  some  tax  bases.  Only  60  per 
cent  of  nonrenewable  resources  eligible  to  enter  the  formula.  Natural 
resources  override  provision  meant  that  no  more  than  one-third  of  total 
equalization  could  arise  from  resource  revenues. 

Two  provisions: 

withdrawal  of  sale  of  crown  leases  category  from  the  program; 
personal  income  override — no  province  eligible  for  equalization  of 
its  per  capita  personal  income  exceeded  the  national  average  level  in 
the  current  and  preceding  two  years. 

Subject 

Introduction  of  the 
representative  tax  system  of 
equalization  (RNAS) 

Program  extended 

School-purpose  taxes 
included 

Energy  revenue  modification 
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NOTES 

1  Many  of  the  details  in  the  text  are  adopted  from  this  source. 

2  Bastien  (1981.  6).  Note  that  this  $500  million  is  more  than  the  sums  for  relief  in 
Table  2.1.  This  is  so  because  $175  million  consisted  of  loans,  a  large  portion  of  which 
were  later  written  off  by  the  federal  government. 

3  Once  again,  the  treatment  that  follows  will  be  rather  brief.  For  greater  detail  on  the 
1941-57  tax  rental  arrangements,  and  later  arrangements  as  well,  the  reader  is 
referred  to  Strick  (1973),  Moore,  Perry,  and  Beach  (1966),  and  Bastien  (1981).  I 
adopt  ideas  rather  liberally  from  all  three  of  these  sources. 

4  A  comment  on  the  arrangements  by  R.M.  Burns,  cited  in  Strick  (1973, 101 ). 

5  Asa  compromise  to  get  these  provinces  to  sign  the  agreement,  Ottawa  agreed  to  scale 
back  its  share  of  the  personal  and  corporate  taxes  by  5  percentage  points  and  to  allow 
Quebec  and  Ontario  to  levy  their  own  taxes  for  this  amount,  which  Ottawa  would 
then  collect  for  them.  However,  even  this  did  not  induce  them  to  sign.  Ontario  did 
impose  a  5  per  cent  tax  on  personal  income,  but  it  had  no  administrative  mechanism 
to  collect  the  tax  and  Ottawa  refused  to  collect  it  for  Ontario.  See  Strick  ( 1973, 102). 

6  Quoted  in  Moore,  Perry,  and  Beach  ( 1966,  31).  Ilsley  made  his  remarks  when  it  was 
fully  expected  that  Quebec  and  Ontario  would  sign  the  agreement.  Hence  the 
reference  to  these  provinces. 

7  For  an  evaluation  of  the  role  played  by  Quebec’s  personal  income  tax  in  altering  the 
fiscal  financial  structure  of  federalism,  see  Ontario  Economic  Council  ( 1983,  ch.  3). 

8  Moore,  Perry,  and  Beach  (1966,  63).  This  source  also  provides  details  of  the 
negotiations  and  conferences  leading  up  to  these  modifications. 

9  Since  I  will  not  discuss  the  later  development  of  this  program  in  what  follows,  it  is 
appropriate  to  note  here  that  it  was  extended  in  the  1962-67  agreement  and  has  since 
continued,  on  a  permanent  basis,  under  the  aegis  of  the  Newfoundland  Additional 
Financial  Assistance  Act.  All  of  this  legislation  is  related  to  Term  29  of  the  Act  of 
Union  between  Canada  and  Newfoundland. 

10  Graham  (1960)  presents  a  rather  detailed  analysis  of  these  Special  Atlantic 
Adjustment  Grants,  including  a  discussion  of  the  assumptions  utilized  to  prevent 
them  from  going  to  other  provinces.  It  is  precisely  this  sort  of  fascinating  historical 
perspective  that  limitations  of  space  unfortunately  require  me  to  ignore. 

11  For  more  detail  relating  to  the  operations  of  the  tax  collection  agreements,  see 
Ontario  Economic  Council  ( 1983,  Part  I). 

12  The  provincial  tax  rate  designed  to  take  up  room  vacated  by  Ottawa  equals  24/76  x 
100  or  31.5  per  cent. 

13  A  tax  point  is  defined  as  1  per  cent  of  basic  federal  tax. 

14  There  were  exceptions  for  some  provinces.  Newfoundland,  Prince  Edward  Island, 
and  New  Brunswick  opted  for  $15  per  capita  instead  of  the  50  per  cent  cost-sharing. 
This  per  capita  grant  would  escalate  each  year  in  line  with  the  overall  growth  in 
aggregate  post-secondary  expenditures.  For  the  remaining  provinces,  the  50  per  cent 
option  dominated  this  per-capita-grant  option.  Since  the  per  capita  grant  amounted 
to  more  than  the  provinces  would  have  received  under  a  50-50  sharing,  there  was  an 
element  of 'equalization’  involved  in  these  special  arrangements. 

15  These  were:  individual  income  taxes,  corporation  income  taxes,  succession  duties, 
general  sales  taxes,  gasoline  taxes,  motor  vehicle  licenses,  alcoholic  beverage  taxes, 
forestry  taxation,  oil  royalties,  natural  gas  royalties,  sales  of  crown  leases  and 
reservations  on  oil  and  gas  lands,  other  oil  and  gas  revenues,  metallic  and 
nonmetallic  mineral  revenues,  water  power  rentals,  other  provincial  taxes,  and 
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miscellaneous  provincial  revenues.  The  definitions  of  the  tax  bases  corresponding  to 
these  tax  sources  are  presented  in  Part  IV  below. 

16  Courchene  and  Beavis  (1973,  Table  IV,  498).  Note  that  Alberta  is  the  top-yield 
province  and  British  Columbia  the  second  richest.  Under  a  scheme  of  equalizing  to 
the  average  of  the  top  two,  obviously  only  the  top  province  will  not  qualify  for 
equalization. 

17  More  detail  is  available  in  Courchene  (1979,  ch.  4). 

18  This  is  not  quite  correct:  the  existence  of  the  per  capita  options  for  three  of  the 
Atlantic  Provinces  for  post-secondary  education  means  that,  overall,  the  federal 
share  of  post-secondary  education  is  slightly  more  than  50  per  cent. 

19  These  provinces’  own  per  capita  expenditures  on  the  programs  were  $158.60  and 
$155.64  respectively.  Overall,  the  federal  share  represented  56  per  cent  of  the  total 
cost  of  the  programs  for  Prince  Edward  Island  and  54  per  cent  for  New  Brunswick 
(Courchene,  1979, 10). 

20  Statement  by  Prime  Minister  Pierre  Trudeau  to  the  First  Ministers  Conference  on 
Fiscal  Arrangements  on  14June  1976.  Cited  in  MacEachen  ( 1981, 79). 

21  Some  elaboration  relating  to  the  funding  provisions  is  probably  in  order.  The  federal 
funding  comprised  two  equal  parts — a  cash  payment  and  a  transfer  of  tax  points. 
The  tax-point  transfer  consisted  of  13.5  equalized  personal  income  tax  points  and  one 
equalized  corporate  tax  point.  On  a  net  basis  this  meant  that  an  additional  9.143 
personal  tax  points  were  transferred  to  the  provinces;  the  provinces  already  had  the 
remainder  under  the  previous  arrangements  as  partial  funding  for  post-secondary 
education. 

The  process  of  transferring  the  tax  points  was  quite  straightforward.  Ottawa 
reduced  its  tax  rates  by  an  average  of  9.143  per  cent.  A  province  that  wanted  to  take 
up  the  exact  tax  room  vacated  by  Ottawa  set  its  new  provincial  rate  equal  to  old  rate 
plus  9.143/(100 — 9.143)  x  100.  Ontario’s  provincial  tax  went  from  30.5  per  cent  to 
44.0  per  cent  in  1977.  This  left  Ontario  taxpayers  in  essentially  the  same  position  as 
they  were  in  before  the  tax  transfer.  More  of  the  taxpayers’  money  went  to  Queen’s 
Park  and  less  to  Ottawa,  but  the  total  remained  essentially  constant. 

The  cash-payment  half  of  the  transfer  was  escalated  by  the  three-year  moving 
average  of  nominal  GNP  per  capita.  Ottawa  also  guaranteed  that  no  province  would 
receive  less  than  double  the  amount  of  the  cash  grant.  Since  the  value  of  the 
transferred  tax  points  has  in  general  not  kept  pace  with  the  value  of  the  escalated 
cash  payments,  all  provinces  except  Alberta  receive  in  total  an  amount  equal  to 
double  the  cash  portion.  That  is,  the  funding  essentially  amounts  to  an  equal  per 
capita  payment  to  all  provinces.  For  more  detail  see  Courchene  (1979,  ch.  2 ). 

22  Some  of  the  ideas  emanating  from  this  literature  will  be  discussed  in  the  next 
chapter.  The  particular  equalization  proposals  embodied  in  the  two  above-cited 
reports  will  be  dealt  with  in  Chapter  10. 

23  These  figures  are  adopted  from  the  Ontario  Budget,  1982 ,  Budget  Paper  B,  Table  1. 

24  Canada  (1980).  This  resolution  was  tabled  in  the  House  of  Commons  on  6  October 

1980. 
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The  march  of  economic  events  proceeds  relentlessly.  Several 
developments  have  occurred  since  the  completion  of  this  chapter  that 
merit  inclusion  in  any  overview  of  the  equalization  system.  I  shall 
focus  here  on  three  new  initiatives — the  Canada  Health  Act,  British 
Columbia's  eligibility  for  fiscal  stabilization  payments,  and  the 
Canada-Nova  Scotia  Oil  and  Gas  Agreement. 

THE  CANADA  HEALTH  ACT 

The  Canada  Health  Act  passed  the  Parliament  of  Canada 
unanimously.  However,  several  of  the  provinces  were  and  remain 
adamantly  opposed  to  many  of  its  provisions.  If  one  takes  these 
provinces’  worst  fears  into  account,  the  scenario  would  probably  go  as 
follows.  The  Canada  Health  Act 

—  defines  in  part  what  ought  to  be  covered  under  the  provincial 
programs, 

—  effectively  eliminates  extra  billing  as  a  source  of  funding, 

—  calls  into  question  (but  as  yet  does  not  prohibit)  some  previously 
accepted  means  of  funding,  such  as  premiums, 

—  makes  it  more  difficult  for  provinces  to  legislate  fee  schedules  for 
doctors,  and 

—  is  open-ended  and  unilateral  in  the  sense  that  its  provisions  can  be 
altered  by  Parliament  if  and  when  it  wishes. 

Even  if  this  list  does  not  correspond  exactly  with  how  others  interpret 
the  provisions  and  regulations  pursuant  to  the  Canada  Health  Act, 
the  two  key  implications  of  the  Act  are  clear  enough.  First,  the  federal 
government  is  in  the  process  of  reconditionalizing  the  cash  portion  of 
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health  care  transfers.  This  step  represents  a  continuation  of  the  swing 
away  from  provincial  autonomy  with  respect  to  the  established 
programs,  which  reached  its  high  point  during  the  period  1977-82.  At 
the  time  of  writing,  the  federal  government  appears  to  be  moving  in 
the  direction  of  placing  additional  restrictions  on  the  cash  portion  of 
the  grants  for  post-secondary  education  as  well. 

The  second  point  is  that  the  provisions  of  the  Canada  Health  Act  go 
well  beyond  the  health-care  area:  they  will  have  a  substantial  impact 
on  the  overall  federal-provincial  financial  interface.  Elsewhere,  I  may 
have  gone  too  far  in  suggesting  that  the  result  of  putting  the 
provincial  governments  in  this  financial  straightjacket  has  probably 
been  that  several  provinces  are  once  again  looking  at  the  financial 
flexibility  that  might  be  gained  by  establishing  their  own  separate 
personal  income  tax  systems  (Courchene,  forthcoming).  However,  the 
underlying  concern  is  surely  valid:  federal-provincial  fiscal  relations 
have  now  become  so  complex  that  unilateral  action  in  one  area  is 
likely  to  have  repercussions  elsewhere  in  the  system. 

FISCAL  STABILIZATION  PAYMENTS 

On  30  March  1984,  Finance  Minister  Marc  Lalonde  announced  that 
the  Government  of  British  Columbia  would  receive  $174  million 
under  the  revenue  stabilization  program  to  compensate  for  a  decline 
in  provincial  revenues  in  1982-83.  The  minister  noted  that  this  is  the 
first  such  payment  to  any  province  since  the  fiscal  stabilization 
program  began  in  1967  (Department  of  Finance  1984). 

Because  this  part  of  the  Fiscal  Arrangements  Act  had  never  been 
used,  little  was  said  about  it  in  the  foregoing  historical  survey.  Now 
that  British  Columbia  has  qualified  for  payments,  this  feature 
requires  more  attention.  The  following  excerpt  from  a  recent 
publication  of  the  Federal-Provincial  Relations  Office  describes  the 
program  in  detail: 

Purpose 

To  protect  each  province  from  a  sudden  year  to  year  loss  in 
revenue  as  a  result  of  a  severe  economic  downturn  in  the 
national  economy  or  in  the  province’s  own  economy. 
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Authority 

Part  II  of  the  Federal-Provincial  Fiscal  Arrangements  and 
Established  Programs  Financing  Act,  1977,  as  amended  by  an 
Act  to  amend  the  Federal-Provincial  Fiscal  Arrangements  and 
Established  Programs  Financing  Act,  1977  and  to  provide  for 
payments  to  certain  provinces  (S.C.  1980-81-82,  C-94),  and 
regulations  thereunder. 

Time  Frame 

This  is  a  continuing  program  which  began  in  1967  and  was 
renewed  in  1972  and  again  in  1977  and  1982,  in  each  case  with 
certain  modifications.  The  present  program,  which  was 
devised  following  discussions  with  the  provinces,  began  on 
March  31,  1982  and  has  no  termination  date.  However,  it  will 
undoubtedly  be  subject  to  the  quinquennial  review  which  has 
become  traditional  for  programs  falling  within  the 
Federal-Provincial  Fiscal  Arrangements. 

Financing  and  Operation 

Stabilization  payments  are  intended  to  be  unconditional 
payments  to  provinces  whose  total  revenues,  measured  on  the 
basis  of  constant  rates  of  taxation  and  constant  tax  structure, 
decline  from  one  year  to  the  next.  The  revenues  which  are 
stabilized  are  the  same  as  those  which  are  subject  to 
equalization  (except  that  local  government  revenues  are 
excluded)  plus  equalization  itself  (except  that  portion  of 
equalization  which  relates  to  local  government  revenues). 
There  is  however  a  threshold  which  a  province  must  meet 
before  it  can  qualify  for  stabilization  payments  in  respect  of 
natural  resources.  This  threshold  provides  that  payment  may 
be  made  only  if,  and  to  the  extent  that,  a  year  to  year  decline 
in  natural  resources  exceeds  50  per  cent.  This  provision  has 
been  added  to  prevent  the  possibility  of  making  stabilization 
payments  to  resource-rich  provinces  whose  revenues  could  fall 
from  present  or  future  high  levels  as  a  result  of  declining 
volumes  of  production  or  reductions  in  the  prices  of  resources 
from  peak  levels  which  they  achieve  from  time  to  time.  It  is 
felt  that  such  declines  are  foreseeable  and,  therefore,  ought 
not  to  be  covered  by  the  stabilization  program.  The  only 
change  made  to  the  program  in  1982  was  the  removal  of  the 
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fixed  termination  date.  (Federal-Provincial  Relations  Office 
1983,  101) 

What  occasioned  the  payment  to  British  Columbia  was,  of  course, 
the  collapse  of  the  province’s  revenues  over  1982-83.  Interestingly 
enough,  this  provision  is  unlikely  to  come  into  play  for  a  ’have-not’ 
province,  since  equalization  payments  are  taken  into  account  when 
assessing  the  need  for  stabilization  payments.  Thus,  the  fiscal 
stabilization  program  is  a  sort  of  equalization  system  for  the  rich 
provinces. 

Although  the  provisions  of  the  program  did  not  come  into  play  over 
the  first  fifteen  years  of  their  existence,  this  is  not  to  say  that  they 
served  no  purpose.  Quite  the  opposite.  The  provinces  were  anxious 
that  the  stabilization  program  continue,  not  so  much  because  they 
thought  that  they  might  some  day  become  beneficiaries  but  because  it 
was  of  considerable  value  in  maintaining  their  credit  ratings.  In 
effect,  fiscal  stabilization  guaranteed  the  provinces’  revenues  from  one 
year  to  the  next.  The  fact  that  British  Columbia  has  now  qualified  for 
payments  will  likely  mean  that  fiscal  stabilization  will  be  looked  at 
more  closely  in  the  1987  renegotiations  of  the  fiscal  arrangements. 

THE  CANADA-NOVA  SCOTIA  OFFSHORE  ENERGY  PACT 

On  31  May  1984  Energy  Minister  Jean  Chretien  tabled  legislation  in 
Parliament  to  establish  formally  in  law  the  major  elements  of  the 
Canada-Nova  Scotia  Offshore  Oil  and  Gas  Agreement.  Similar 
legislation  was  introduced  simultaneously  in  the  Nova  Scotia 
legislature.  Intriguingly  enough,  this  development  is  by  far  the  most 
important  of  the  three  discussed  here  in  its  implications  for 
equalization  and  probably  for  overall  federal-provincial  relations  as 
well. 

The  agreement  is  wide-ranging,  but  according  to  a  Communique 
issued  by  Energy,  Mines  and  Resources  Canada  the  major  elements  of 
the  legislation  include: 

—  Establishment  of  a  permanent  Canada-Nova  Scotia 
Offshore  Oil  and  Gas  Board  for  managing  petroleum  activity 
in  the  offshore  Nova  Scotia  area. 

—  A  mechanism  to  ensure  the  province  receives  all  revenue 
from  offshore  activity  (with  the  exception  of  federal  corporate 
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income  tax)  until  its  per  capita  fiscal  capacity  reaches  110  per 
cent  of  the  national  average  fiscal  capacity,  adjusted  upward 
to  take  account  of  the  extent  to  which  the  province’s 
unemployment  rate  exceeds  the  national  average.  These 
revenues  include  the  Federal  Petroleum  and  Gas  Revenues 
Tax.  Once  it  moves  above  this  level,  the  province  will  begin  to 
share  the  revenue. 

—  A  provision  to  allow  the  Goverment  of  Nova  Scotia  to 
purchase  up  to  50  per  cent  of  any  Crown  share  in  a  natural  gas 
field,  and  25  per  cent  in  an  oil  field. 

—  Establishment  of  a  $200  million  development  fund  to  assist 
the  province  in  meeting  the  costs  of  providing  an 
infrastructure  for  offshore  oil  and  gas  activity. 

—  A  provision  for  equalization  offset  payments,  which  will 
protect  the  province  for  up  to  10  years  from  the  full  effects  of 
reductions  in  equalization  payments  as  it  gains  offshore 
revenue.  (Energy,  Mines  and  Resources  Canada  1984,  1-2) 

The  provisions  relating  to  offshore  revenue-sharing  and  to  the 
equalization  offset  need  greater  elaboration.  The  Communique 
describes  the  revenue-sharing  arrangements  as  follows: 

The  sharing  of  offshore  revenue  will  be  accomplished  through  the 
following  provisions  of  the  legislation. 

1  Until  the  province’s  per  capita  fiscal  capacity  reaches  110 
per  cent  of  the  national  average— adjusted  upward  by  two  per¬ 
centage  points  for  every  one  percentage  point  that  the 
province’s  unemployment  rate  exceeds  the  national 
average — It  will  receive  all  offshore  revenue,  except  the  fed¬ 
eral  corporate  income  tax.  This  revenue  consists  of: 

—  the  Basic  Royalty 

—  the  Progressive  Incremental  Royalty 

—  revenues  that  are  equivalent  to  a  provincial-type  corporate 
tax  and  retail  sales  tax  in  the  offshore  region 

—  bonus  payments  and  licence  fees 

—  as  much  of  the  federal  Petroleum  and  Gas  Revenue  Tax 
(PGRT)  as  is  necessary  to  reach  the  110  per  cent  level,  plus  the 
unemployment  adjustment. 
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2  All  of  the  above  revenue  collected  from  the  Bay  of  Fundy 
and  from  Sable  Island  and  its  footprint  will  always  go  to  the 
provincial  government  no  matter  how  high  its  fiscal  capacity. 

3  If  the  province’s  per  capita  fiscal  capacity  exceeds  110  per 
cent  of  the  national  average  adjusted  by  the  unemployment 
differential,  the  federal  government  would  begin  to  share  in 
the  offshore  revenues.  The  details  of  such  sharing  are  set  out 
in  the  Canada-Nova  Scotia  Agreement  on  Offshore  Oil  and 
Gas  Resource  Management  and  Revenue  Sharing  of  March  2, 
1982,  and  will  be  set  out  in  regulations  under  the  proposed 
legislation.  (Ibid.,  3-4) 

This  degree  of  sharing  is  such  that  'Nova  Scotia  will  receive  more 
revenues  than  it  would  if  this  were  a  provincial  resource  on  land’ 
(Ibid.,  3).  To  see  that  this  is  the  case,  one  has  only  to  observe  that  the 
Province  of  Saskatchewan  does  not  receive  all  energy-related 
revenues  (except  federal  corporate  income  taxes)  until  its  fiscal 
capacity  is  110  per  cent  of  the  national  average. 

The  Canada-Nova  Scotia  pact  will  not  interfere  directly  with  the 
equalization  formula  that  prevails  when  the  provisions  of  the  pact 
come  into  force.  The  resource  revenues  accruing  to  Nova  Scotia  will 
enter  the  existing  formula  in  the  same  manner  as  revenues  from  any 
other  revenue  source.  Under  the  RFPS  formula,  for  example,  100  per 
cent  of  Nova  Scotia’s  offshore  revenues  would  enter  the  formula. 

However,  at  this  point  the  Minister  of  Energy,  Mines  and  Resources 
will  step  into  the  process  and  make  equalization  offset  payments  to 
Nova  Scotia  so  as  to  limit  the  impact  of  the  equalization  program  on 
the  province’s  revenues.  Nova  Scotia  can  choose  either  of  two 
approaches  to  reimbursement: 

—  Under  one  formula,  these  payments  would  start 
immediately  on  the  commencement  of  production  from  the 
First  major  offshore  project.  The  province  would  receive  offset 
payments  equal  to  90  per  cent  of  the  value  of  the  reduction  in 
its  equalization  payments  from  the  time  of  commencement  of 
production  until  the  end  of  the  first  full  fiscal  year  following. 

The  rate  of  offset  would  be  reduced  by  10  per  cent  in  each 
subsequent  year,  until  the  payments  were  phased  out. 

—  Under  the  alternative  formula,  the  province  could  postpone 
the  commencement  of  offset  payments  for  up  to  three  full  fiscal 
years  after  the  commencement  of  production.  Once  started, 
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the  payments  would  be  calculated  as  under  the  first  formula. 
They  would  be  subject  to  a  ceiling  to  the  effect  that  they  could 
take  the  province  to  a  per  capita  fiscal  capacity  equal  to,  but 
not  greater  than,  100  per  cent  of  the  average  fiscal  capacity  of 
the  10  provinces. 

—  The  province  must  choose  between  these  two  options  prior 
to  the  commencement  of  production  from  the  first  major 
offshore  project.  (Ibid.  5) 

Note  that  this  legislation  overrides  whatever  equalization  program 
may  be  in  place  when  offshore  revenues  begin  to  flow  to  Nova  Scotia. 
The  regular  equalization  formula,  whatever  it  happens  to  be,  will 
determine  the  equalization  flows  to  the  other  provinces.  In  respect  of 
Nova  Scotia’s  offshore  revenues,  however,  that  province’s  equalization 
flows  will  be  determined  by  an  entirely  separate  formula.  Under  the 
first  option  above,  the  payments  to  Nova  Scotia  would  be  determined 
in  the  first  year  by  putting  into  this  separate  formula  only  10  per  cent 
(rather  than  100  per  cent)  of  offshore  revenues.  In  the  second  year,  20 
per  cent  rather  than  100  per  cent  of  these  revenues  would  enter  the 
formula.  And  so  on.  The  equalization  reimbursement  would  equal  the 
difference  (in  year  one)  between  having  10  per  cent  and  having  100 
per  cent  of  Nova  Scotia’s  offshore  revenues  enter  the 
formula — regardless  of  the  percentage  of  energy  revenues  that  en¬ 
tered  the  regular  formula. 

In  terms  of  the  RFPS  formula,  under  which  there  is  an  automatic 
100  per  cent  revenue  offset  (see  Chapter  12),  this  provision  would 
mean  that  in  the  first  year  Nova  Scotia  would  be  able  to  retain  90  per 
cent  of  its  energy  revenues  rather  than  zero  per  cent.  It  might  appear 
that  this  provision  is  really  no  different  than  the  minimum-guarantee 
levels  that  are  part  of  the  RFPS.  For  example,  for  a  province  with  at 
least  75  per  cent  of  the  national  average  fiscal  capacity,  the  RFPS 
floor  is  such  that  equalization  in  the  current  year  will  be  at  least  85 
per  cent  of  last  year’s  level.  However,  this  floor  provision  applies  to 
aggregate  equalization  flows  to  the  province  and  not  just  to  the 
offshore  energy  component.  Under  the  Canada-Nova  Scotia  pact, 
equalization  payments  to  Nova  Scotia  could  actually  increase  from 
one  year  to  the  next  if  the  equalization  for  the  remaining  thirty-odd 
sources  went  up  by  more  than  the  negative  impact  of  introducing  10 
per  cent  of  offshore  revenues  into  the  formula. 
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This  agreement  has  far-reaching  implications  for  both  equalization 
and  the  fiscal  arrangements  generally.  The  conclusion  to  the  study 
will  discuss  its  likely  impact  on  the  1987  revision  of  equalization.  It  is 
sufficient  here  to  note  that  if  these  agreements  spread  (as  they  surely 
must)  the  final  result  would  be  the  replacement  of  a  universal, 
formula-based  approach  to  equalization  by  an  approach  that  is 
determined  principally  by  bilateral  pacts  between  Ottawa  and  the 
several  provinces. 
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EQUALIZATION  PAYMENTS: 
THEORETICAL  UNDERPINNINGS 


3 

Towards  a  theory  of  equalization 
payments* 


INTRODUCTION 

Horizontal  and  vertical  balance 

Kenneth  C.  Wheare’s  highly  respected  treatise  Federal  Government 
(1964)  concludes: 

There  is  and  can  be  no  final  solution  to  the  allocation  of 
financial  resources  in  a  federal  system.  There  can  only  be 
adjustments  and  reallocations  in  the  light  of  changing 
conditions.  What  a  federal  government  needs,  therefore,  is 
machinery  adequate  to  make  these  adjustments. 

Applied  to  the  Canadian  federation,  this  generalization  certainly 
rings  true.  The  many  adjustments  and  reallocations,  the  changing 
conditions,  and  the  institutional  machinery  were  all  dealt  with  in 
considerable  detail  in  the  previous  chapter.  The  present  chapter 
attempts  to  isolate  the  theoretical  principles  that  underlie 
intergovernmental  transfers  in  a  federal  nation,  particularly  those 
that  underlie  the  equalization  component  of  the  transfers. 

Every  federation  has  to  grapple  with  the  two  perennial  problems  of 
intergovernmental  finance,  namely  vertical  and  horizontal  fiscal 
balance.  Vertical  fiscal  balance  relates  to  the  allocation  of  revenues, 

*  This  chapter  was  written  with  Kevin  Dowd  of  the  Ontario  Economic  Council. 
Accordingly,  the  first  person  plural  is  used  here.  An  earlier  version  of  the  chapter 
was  released  as  an  OEC  Working  Paper  (October  1983). 
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relative  to  the  allocation  of  expenditure  responsibilities,  between  the 
second  tier  of  governments  (provinces  in  Canada,  states  in  the  United 
States,  cantons  in  Switzerland,  laender  in  West  Germany,  etc.)  and 
the  federal  government.  Horizontal  balance  relates  to  the  relative 
fiscal  capacities  of  the  provinces  or  states.  The  Canadian  experience 
with  respect  to  vertical  balance  is  probably  typical.  At  the  time  of 
Confederation,  the  importance  of  expenditure  responsibilities 
allocated  to  the  provinces  was  very  limited  relative  to  the  importance 
of  those  allocated  to  the  federal  government.  Partly  as  a  result, 
Ottawa  was  given  the  power  to  levy  all  manner  of  taxes  and  in 
particular  was  given  exclusive  jurisdiction  over  indirect  taxes 
(including  customs),  the  major  source  of  revenues  at  the  time.1  The 
march  of  economic  and  social  events  changed  everything.  The 
expenditure  functions  allocated  to  the  provinces  under  the 
constitution — education,  hospitals,  welfare,  highways,  etc. — became 
progressively  more  important  over  the  years.  In  part,  this  tendency 
was  a  result  of  the  transfer  to  the  state  of  responsibility  for  functions 
previously  undertaken  by  the  family  or  the  church  (e.g.,  welfare  and 
to  some  extent  education)  and  in  part  it  was  a  result  of  the  advance  of 
technology  (for  example,  the  spread  of  the  automobile  and  the 
corresponding  need  for  highways).  In  any  event,  the  provinces  and 
their  municipalities  currently  account  for  considerably  more  than  50 
per  cent  of  total  government  spending.  Accompanying  the  increasing 
importance  of  expenditure  functions  falling  under  provincial/local 
jurisdiction  has  been  an  ongoing  problem  relating  to  the  vertical 
distribution  of  revenues  in  the  federation:  Ottawa’s  share  of  revenues 
has  tended  over  much  of  the  postwar  period  to  exceed  its  share  of 
expenditure  responsibilities.  Apart  from  requiring  the  provinces  to 
stay  within  their  own  budget  constraints  (for  example,  by  borrowing, 
by  increasing  provincial  taxes  in  order  to  meet  the  expanding 
demands  for  expenditures,  or  by  paring  expenditures),  there  are,  in 
principle,  three  ways  to  handle  this  problem  of  vertical  balance: 

1  to  transfer  some  expenditure  functions  to  the  federal  government; 

2  to  transfer  funds  or  tax  room  to  the  provinces  with  conditions 
relating  to  the  manner  in  which  these  funds  may  be  spent; 

3  to  transfer  funds  or  tax  room  to  the  provinces  unconditionally. 

All  three  avenues  have  been  utilized  in  the  Canadian  federation. 
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Unconditional  transfers,  which  can  be  spent  when  and  where  the 
provinces  please,  are  more  consistent  with  a  decentralized  federation 
than  either  conditional  grants  or  the  transfer  upward  of  expenditure 
functions.  In  theory,  the  transfer  of  an  expenditure  function  from  the 
provincial  to  the  federal  arena  is  a  more  'centralist’  solution  than  the 
adoption  of  a  conditional  grant.  In  practice,  however,  there  may  be 
little  difference  between  the  two,  since  condition-laden 
intergovernmental  transfers  can  effectively  emasculate  provincial 

o 

autonomy  in  the  expenditure  category  in  question.  However,  this  is 
not  the  place  to  elaborate  on  the  relationship  between  centralization 
and  decentralization  and  the  design  of  intergovernmental  transfers. 
It  is  enough  to  say  that  in  the  Canadian  federation,  where  judicial 
interpretation  of  the  constitution  has  assigned  to  the  provinces 
greater  power  than  the  states  possess  in  the  United  States, 
intergovernmental  grants  have  tended  to  be  less  conditional  than 
those  in  the  U.S. — a  circumstance  that  in  turn  reinforces  the  more 
decentralist  character  of  our  federation. 

Why  all  this  concern  about  vertical  balance  in  a  federation  when 
equalization  payments  are  designed  to  correct  horizontal  imbalance? 
The  answer  is  that  the  distinction  between  horizontal  balance  and 
vertical  balance  is  not  as  clear-cut  as  one  might  expect.  In  correcting 
for  vertical  imbalance  by  means  of  intergovernmental  grants,  the 
federal  government  can  follow  two  quite  different  routes.  Scott  (1964, 
252-53)  refers  to  these  two  approaches  as  the  principle  of  derivation 
and  the  principle  of  equalization.  Under  the  former  approach, 
intergovernmental  grants  are  paid  to  the  provinces  in  relation  to  the 
amounts  of  federal  revenues  generated  in  these  provinces.  Thus,  if 
Ottawa  transfers  additional  income  tax  points  to  the  provinces 
according  to  the  principle  of  derivation,  the  revenues  received  by  the 
provinces  are  determined  by  the  yield  of  the  tax  points  within  their 
respective  jurisdictions.  Almost  invariably,  this  approach  to 
rectifying  a  vertical  imbalance  in  a  federation  will  generate  a 
substantial  horizontal  imbalance.  As  Scott  notes,  the  principle  of 
derivation  is,  'in  essence. ..a  negation  of  geographical  redistribution’ 
(ibid.,  252). 

When  the  principle  of  equalization  underlies  the  solution  to  vertical 
imbalance,  it  is  less  likely  that  a  horizontal  imbalance  will  result. 
Under  Scott’s  definition  of  the  principle  of  equalization  (not  to  be 
confused  with  Canada’s  formal  equalization  program),  vertical 
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intergovernmental  transfers  are  not  related  to  the  amounts  of  money 
derived  from  these  provinces  but  rather  are  distributed  to  the 
provinces  in  an  approximately  equal  fashion.  An  obvious  example  of 
this  approach  would  be  to  transfer  funds  on  an  equal-per-capita  basis 
(which,  in  essence,  is  what  now  occurs  under  the  established 
programs). 

Intergovernmental  grants  are,  of  course,  not  the  only  potential 
source  of  horizontal  imbalance.  More  important  in  the  Canadian 
federation  are  the  provinces’  own  sources  of  revenues,  particularly 
their  resource-related  sources.  Most  federations  have  formal 
programs,  generally  referred  to  as  equalization  programs,  designed 
specifically  to  offset  the  horizontal  imbalance  in  own-source  revenue 
across  provinces  or  states. 

With  this  as  a  backdrop  we  now  turn  to  the  purpose  of  the  present 
chapter — to  attempt  to  provide  some  theoretical  justification  for  the 
existence  of  equalization  payments.  It  is  important  to  note  that  by 
'theoretical  justification’  we  do  not  have  in  mind  only  economic 
arguments.  Indeed,  to  emphasize  this  point,  the  analysis  will  begin  by 
focusing  on  some  noneconomic  arguments  that  underlie  Canada’s 
equalization  program.  Since  the  chapter  is  quite  long,  a  brief 
.overview  of  its  contents  is  in  order. 

Overview  of  the  chapter 

The  analysis  begins  by  focusing  on  what  we  refer  to  as  the  federal  (or 
constitutional)  and  nationhood  rationales  for  equalization.  The 
federal  justification  for  equalization  payments  is  based  on  the 
argument  that  they  are  essential  if  all  provinces  are  to  have  enough 
funds  to  undertake  the  responsibilities  allocated  to  them  under  the 
constitution.  The  nationhood  rationale  calls  for  equalization  on 
grounds  that  there  is  some  level  of  essential  services  to  which  all 
Canadians  are  entitled,  regardless  of  province  of  residence.  The 
support  for  both  of  these  rationales  is  drawn  from  the  Rowell-Sirois 
report.  However,  as  was  noted  in  the  historical  overview,  Canada’s 
first  equalization  program  was  associated  with  the  transfer  of  taxing 
powers  back  to  the  provinces,  whereas  the  thrust  of  Rowell-Sirois  was 
that  direct  taxation  ought  to  reside  at  the  federal  level.  Therefore,  the 
third  section  of  the  analysis  focuses  on  the  rationale  for  equalization 
as  the  instrument  that  allows  the  decentralization  of  taxing  powers  in 
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the  federation.  To  be  sure,  there  is  a  very  fine  line  between  these 
rationales  and  the  notion  of  the  'fiscal  equity’  or  'horizontal  equity’ 
that  often  forms  the  basis  for  the  economic  rationale  for  equalization. 
But  it  is  precisely  this  line  that  we  are  attempting  to  draw  in  this 
chapter. 

In  the  fourth  section  of  the  chapter  the  analysis  shifts  to  the 
economic  underpinnings  of  equalization,  focusing  first  on  the 
relationship  between  economic  efficiency  and  equalization.  A  system 
of  equalization  payments  inhibits  interprovincial  mobility.  About 
this  there  is  little  doubt.  The  relevant  question  is  under  what 
conditions  will  impeding  migration  enhance  efficiency  and  under 
what  conditions  will  it  retard  efficiency.  The  efficiency  case  rests  on 
the  notion  that,  without  a  system  of  payments  to  equalize  the 
differential  fiscal  benefits  arising  from  the  operations  of  provincial 
budgets,  internal  migration  might  well  be  triggered  by  fiscal  rather 
than  by  market  criteria.  The  analysis  focuses  on  a  series  of 
alternative  assumptions  (e.g.,  benefit  taxation,  redistributive 
provincial  budgets)  with  respect  to  the  operation  of  provincial 
governments  and,  for  each  of  these  scenarios,  examines  the  efficiency 
case  for  equalization. 

The  next  section  extends  the  efficiency  rationale  to  incorporate  the 
existence  of  provincial  resource  rents.  As  will  become  evident  in  Part 
IV  of  this  study,  the  problem  of  how  to  treat  resource  revenues  was  at 
the  heart  of  most  of  the  problems  perceived  to  be  plaguing  Canada’s 
RNAS  equalization  program.  The  case  for  equalization  on  efficiency 
grounds  is  strongest  where  there  are  large  uncapitalized  differences  in 
net  fiscal  benefits  across  provinces,  and,  not  surprisingly,  energy  or 
resource  revenues  are  the  principal  source  of  these  large  variations. 

In  the  sixth  section  the  focus  switches  to  the  equity  arguments  for 
equalization.  While  the  notion  of  horizontal  equity  is  commonly 
accepted  as  a  public  finance  maxim,  it  is  not  obvious  how  it  ought  to  be 
viewed  in  the  context  of  a  federal  nation.  Accordingly,  the  analysis 
deals  in  turn  with  'broad-based’  horizontal  equity  (which  essentially 
lumps  all  governments  together  and,  in  effect,  conducts  the  discussion 
in  the  context  of  a  unitary  state)  and  'narrow-based’  horizontal  equity 
(which  recognizes  the  federal  nature  of  the  country  and  assumes  that 
the  federal  government  takes  as  given  the  distribution  policies  of  the 
respective  provincial  governments).  The  implications  arising  from 
these  two  approaches  to  equity  differ  markedly:  broad-based 
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horizontal  equity  calls  for  the  same  sort  of  equalization  program  as 
does  the  efficiency  criterion,  whereas  narrow-based  horizontal  equity, 
in  the  absence  of  resource  rents,  would  generally  call  for  no 
equalization  program  at  all.  The  section  concludes  with  our  own, 
rather  negative,  views  of  the  role  that  should  be  assigned  to  the 
conventional  equity  case  for  equalization. 

Since  the  recent  theoretical  work  relating  to  resource  rents  and 
equalization  has  generated  so  much  interest,  the  seventh  section  is 
devoted  to  outlining  some  of  the  assumptions  and  reservations  that 
ought  to  be  kept  in  mind  in  the  transition  from  theory  to  application. 

The  final  substantive  section  focuses  on  some  of  the  empirical  work 
related  to  the  efficiency  underpinnings  of  equalization.  Are  net  fiscal 
benefits  a  major  determinant  of  internal  migration?  If  so,  then  one  is 
prepared  to  accept  the  fact  that  some  migration  may  be  inefficient.  Do 
equalization  payments  inhibit  outmigration?  If  the  answer  is  yes, 
then  equalization  payments  may  be  efficiency-enhancing.  The  eighth 
section  examines  what  the  recent  empirical  literature  has  to  say  about 
these  issues.  The  ninth  and  final  section  offers  some  conclusions. 

ROWELL-SIROIS  AND  EQUALIZATION 

It  is  commonplace  nowadays,  particularly  in  view  of  the  substantial 
resource  rents  in  some  provinces,  to  rationalize  equalization  flows  in 
terms  of  the  dual  criteria  of  economic  efficiency  and  fiscal  equity.  If  no 
effort  were  made  to  provide  equalization,  both  labour  and  capital 
might  become  'too’  mobile — that  is,  their  desire  to  capture  a  portion  of 
these  resource  rents  would  encourage  them  to  migrate.  To  use  the 
current  jargon,  such  migration  would  be  'fiscally  induced’  or 
'rent-seeking’.  The  end  result  could  be  a  misallocation  of  factors  of 
production  across  jurisdictions.  Interestingly  enough,  however,  it 
does  not  appear  that  economic  arguments  played  a  very  important 
role  in  the  Rowell-Sirois  Commission’s  proposal  for  National 
Adjustment  Grants — essentially,  equalization  payments.  To  be  sure, 
the  Commission’s  report  did  emphasize  that  the  'tax  jungle’  of  the 
1930s  was  wreaking  havoc  with  national  efficiency.  Threatened  with 
financial  collapse,  some  poorer  provinces  were  literally  forced  to 
extract  taxes  from  every  possible  source,  a  policy  that  reduced 
efficiency  and,  with  it,  national  output.  Nonetheless,  the  Commission 
appears  to  have  relied  largely  on  what,  for  want  of  better  terms,  we 
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call  federal  (or  constitutional)  and  nationhood  (or  political)  arguments 
for  equalization. 

Equalization  as  the  cornerstone  of  a  federal  system  ( the  'federal 
rationale ) 

The  Rowell-Sirois  Report  is  frequently  criticized  for  having  been  a 
very  'centralist’  document.  And  in  part  it  was,  recommending  as  it  did 
the  transfer  to  the  federal  level  of  all  direct  taxation.  However,  the 
Report  also  presented  a  highly  eloquent  defence  of  provincial 
autonomy  in  the  expenditure  areas  assigned  to  the  provinces  by  the 
constitution.  Moreover,  in  the  view  of  the  Report,  the  National 
Adjustment  Grants  were  precisely  the  means  by  which  provincial 
autonomy  could  be  meaningfully  secured: 

[The  National  Adjustment  Grants!  illustrate  the 
Commission’s  conviction  that  provincial  autonomy  in  these 
fields  must  be  respected  and  strengthened,  and  that  the  only 
true  independence  is  financial  security. ...They  are  designed  to 
make  it  possible  for  every  province  to  provide  for  its  people 
services  of  average  Canadian  standards.. . .They  are  the 
concrete  expressions  of  the  Commission’s  conception  of  a 
federal  system  which  will  preserve  both  a  healthy  local 
autonomy  and  build  a  stronger  and  more  unified  nation. 
(Canada  1939,  125) 

The  Report  goes  on  to  point  out  that  the  issue  of  horizontal  fiscal 
imbalance  was  not  a  major  concern  in  1867,  particularly  in  the  light  of 
the  specific  subsidies  that  were  incorporated  in  the  BNA  Act.  Over 
time,  however,  conditions  had  altered  markedly  and  now  the  initial 
conception  of  subsidies  needed  to  be  replaced  by  a  more  comprehensive 
and  logical  approach — that  is,  the  National  Adjustment  Grants: 

The  implications  for  public  finance  of  the  economic  and  social 
changes  which  have  occurred  in  Canada  are  of  far-reaching 
importance.  As  a  result  of  the  transcontinental  economy 
which  was  deliberately  built  up,  with  its  notable 
concentration  of  surplus  income,  and  later  as  a  result  of  the 
disintegration  of  this  economy  [because  of  the  Depression  and 
the  ensuing  tax  jungle],  no  logical  relationship  exists  between 
the  local  income  of  any  province  and  the  constitutional  powers 
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and  responsibilities  of  the  government  of  that  province.  (Ibid., 
78;  emphasis  added) 


One  obvious  solution  would  have  been  a  transfer  of  these  powers 
and  responsibilities  from  the  provinces  to  the  federal  government. 
The  Report  does  not  opt  for  this  alternative.  Indeed,  as  noted  above,  it 
mounts  a  staunch  argument  for  continued  provincial  control  of  these 
expenditure  functions.  Moreover,  it  argues  that  in  order  to  guarantee 
provincial  autonomy,  the  proposed  xNational  Adjustment  Grants  must 
be  unconditional  in  nature: 

It  should  be  made  clear  that  while  the  adjustment  grant 
proposed  is  designed  to  enable  a  province  to  provide  adequate 
services  (at  the  average  Canadian  standard)  without  excessive 
taxation  (on  the  average  Canadian  basis)  the  freedom  of  action 
of  a  province  is  in  no  way  impaired.  If  a  province  chooses  to 
provide  inferior  services  and  impose  lower  taxation  it  is  free  to 
do  so,  or  it  may  provide  better  services  than  the  average  if  its 
people  are  willing  to  be  taxed  accordingly,  or  it  may,  for 
example,  starve  its  roads  and  improve  its  education,  or  starve 
its  education  and  improve  its  roads — exactly  as  it  may  do  to¬ 
day.  But  no  provincial  government  will  be  free  from  the 
pressure  of  the  opinion  of  its  own  people....  (Ibid.,  84)4 


As  a  final  comment  on  the  Commission’s  emphasis  on  the  role  of 
equalization  payments  in  providing  the  financial  independence 
needed  to  ensure  a  province’s  ability  to  fulfill  its  constitutional 
responsibilities,  as  well  as  the  necessity  for  these  payments  to  be 
unconditional  inform,  the  following  quote  is  particularly  apt: 

The  Commission’s  Flan  [for  National  Adjustment  Grants] 
seeks  to  ensure  every  province  a  real  and  not  illusory 
autonomy  by  guaranteeing  to  it,  free  from  conditions  or 
control,  the  revenues  necessary  to  perform  those  functions 
which  relate  closely  to  its  social  and  cultural  development. 
(Ibid.,  80) 
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Equalization  as  a  means  of  ensuring  the  full  rights  of  Canadian 
citizenship  (the  * nationhood ’  rationale ) 

Side  by  side  with  the  Rowell-Sirois  Report’s  federal  or  constitutional 
rationale  for  equalization  payments  is  a  national  unity  or  nationhood 
rationale.  Canadians,  wherever  they  live,  ought  to  have  access  to 
certain  basic  economic  and  social  rights — rights  that  ought  to  attend 
Canadian  citizenship.  Since  some  of  these  basic  rights  fall  under 
provincial  jurisdiction,  it  is  imperative  that  the  provinces  have  funds 
adequate  to  provide  them: 

In  considering  the  relative  fiscal  needs  of  provincial 
governments,  we  are  mainly  concerned  with  a  few  divisions  of 
their  expenditures:  on  education,  on  social  services,  on 
development.  It  is  of  national  interest  that  no  provincial 
government  should  be  unduly  cramped  in  any  of  these  respects. 
Education  is  basic  to  the  quality  of  Canadian  citizens  of  the 
future  and  it  is  highly  undesirable  that  marked  disparities  in 
the  financial  resources  available  for  education  should  exist  as 
between  Canadian  provinces.  Social  services,  like  education, 
cannot  be  subjected  to  marked  disparities  without  serious 
reactions  on  the  general  welfare  and  on  national  unity.  An 
appropriate  developmental  policy  is  required  in  each  province, 
and  the  only  standard  which  can  fairly  be  applied  is  the  policy 
of  the  province  itself....  (Ibid.,  80;  emphasis  added) 

And: 

[There  is]  danger  to  national  unity  if  the  citizens  of  distressed 
provinces  come  to  feel  that  their  interests  are  completely 
disregarded  by  their  more  prosperous  neighbours,  and  that 
those  who  have  been  full  partners  in  better  times  now  tell 
them  they  must  get  along  as  best  they  can  and  accept  inferior 
educational  and  social  services.  (Ibid.,  79) 

It  is  appropriate  to  note  that  while  the  federal  and  nationhood 
approaches  are  quite  closely  related,  their  implications  for 
equalization  are  somewhat  different.  In  particular,  the  nationhood 
rationale  probably  calls  for  conditional  grants  related  to  the 
achievement  of  certain  levels  of  basic  services.  The  equal-per-capita 
transfers  associated  with  the  established  programs  would  appear  to 
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satisfy  the  'nationhood’  approach.  (This  is,  of  course,  a  theme  that  ran 
through  the  previous  chapter,  namely  that  the  formal  equalization 
program  is  not  the  only  way  of  dealing  with  the  horizontal  imbalance 
in  our  federation.)  On  the  other  hand,  the  logic  of  the  federal  rationale 
for  equalization  calls  for  unconditional  payments.  Canada’s  overall 
system  of  transfers  to  provincial  governments  would  appear  to 
incorporate  aspects  of  both  approaches,  even  though  there  is  little 
application  of  the  fiscal  need  principle  in  the  system. 

The  National  Adjustment  Grants 

When  combined,  the  federal  and  nationhood  approaches  led  rather 
naturally  to  the  Rowell-Sirois  proposal  for  unconditional  National 
Adjustment  Grants.  Again,  while  the  nationhood  principle  could  be 
satisfied  by  equal-per-capita  grants  tied  to  the  provision  of  the  basic 
services  essential  to  nationhood,  the  federal  principle,  which  respects 
the  provinces’  constitutional  expenditure  responsibilities,  pointed 
rather  clearly  in  the  direction  of  making  any  such  payments 
unconditional  in  nature.  Moreover,  as  was  noted  in  the  previous 
chapter,  the  calculations  underlying  the  National  Adjustment  Grants 
proposal  took  account  of  the  likely  cost  of  providing  the  basic  services 
in  each  province  in  relation  to  the  provinces’  ability  to  raise  revenues 
(an  approach  that  incorporated  some  recognition  of  fiscal  need,  since 
the  per  capita  cost  might  vary  by  province).  Thus  the  emphasis  was  on 
providing  services  at  the  Canadian  average  level  without  taxation 
unduly  above  the  Canadian  average  level.  This  is  of  considerable 
interest  because  some  of  the  economic  justifications  for  equalization 
developed  below  do  not  rely  on  such  things  as  basic  levels  of  services  or 
unduly  high  tax  rates,  vague  as  these  notions  may  be. 

To  this  point,  the  emphasis  has  been  on  the  noneconomic 
arguments  underlying  the  National  Adjustment  Grants.  However, 
this  does  not  mean  that  the  grants  were  not  defensible  on  economic 
grounds.  One  can  find  a  generous  sprinkling  of  economic  principles  in 
these  and  other  quotations  from  the  Rowell-Sirois  Report.  For 
example,  it  is  possible  to  put  the  federal/constitutional  rationale  in 
terms  of  the  public  finance  concept  of  horizontal  equity — individuals 
alike  in  other  respects  should  not  bear  different  fiscal  burdens  on  the 
basis  of  their  provinces  of  residence  in  order  to  receive  a  given  bundle 
of  government  services.  Similarly,  the  Report’s  nationhood  argument 
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can  easily  be  made  to  incorporate  the  notions  of  interprovincial 
spillovers  or  externalities  and  even  fiscally  induced  migration. 
Nonetheless,  from  our  reading  at  least,  the  RowelTSirois  Commission 
relied  more  on  arguments  that  relate  to  constitutional  federalism  and 
the  rights  of  citizenship  than  on  arguments  that  relate  to  individual 
maximization  or  economic  efficiency. 

EQUALIZATION  AND  TAX  DECENTRALIZATION 

There  is  a  tendency  on  the  part  of  most,  if  not  all,  students  of 
equalization  to  look  to  the  National  Adjustment  Grants  as  the 
forerunner  of  our  formal  equalization  program.  There  is,  of  course,  a 
sense  in  which  this  is  appropriate.  For  example,  the  wording  of  the 
constitutional  provision  relating  to  equalization  is  similar  to  the 
Rowell-Sirois  rationale  for  the  National  Adjustment  Grants.  But  the 
link  with  Rowell-Sirois  can  be  overstressed.  As  long  as  the  federal 
government  maintained  control  over  direct  taxation,  and  as  long  as 
the  vertical  transfers  adhered  to  the  'principle  of  equalization’  (in 
Scott’s  use  of  the  term),  there  was  little  need  for  a  formal  equalization 
program. 

Responding  to  the  advent  of  Quebec’s  personal  income  tax  in  1954, 
and  to  the  Tremblay  Report’s  argument  that  there  could  be  no 
meaningful  provincial  autonomy  unless  the  provinces  had  fiscal  (tax) 
autonomy,  Ottawa  moved  in  the  direction  of  decentralizing  the  powers 
of  direct  taxation.  Turning  over  parts  of  the  income  tax  to  the 
provinces  implied  transferring  funds  to  them  according  to  the 
'principle  of  derivation’.  In  effect,  this  meant  larger  per  capita 
transfers  to  provinces  with  larger  per  capita  shares  of  personal  and 
corporate  income.  An  equalization  program,  linked  directly  to  the 
transfer  of  these  direct  taxes  to  the  province,  was  a  logical 
development  of  decentralizing  the  tax  system.  Since  the  tax  revenues 
in  the  richer  provinces  could  obviously  be  spent  as  these  provinces 
wished — that  is,  the  money  was  unconditional — it  also  followed 
logically  that  any  equalization  flows  arising  from  tax  decentralization 
should  likewise  be  unconditional. 

Two  comments  are  relevant  here.  First,  this  rationale  for 
equalization  was  never  really  contemplated  by  RowelTSirois,  since 
the  Commission  envisaged  that  the  federal  government  would  retain 
control  over  all  direct  taxation. 
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Second,  and  more  important  for  our  purposes,  decentralization 
provides  yet  another  rationale  for  equalization  payments.  The  system 
of  equalization  permits  the  decentralization  of  the  system  of  direct 
taxation  in  the  federation.  Without  equalization,  the  poorer  provinces 
would  never  go  along  with  the  richer  provinces’  desires  for  more 
autonomy  and  decentralization  in  direct  taxes.  Moreover,  this  view  of 
equalization  also  suggests  that  equalization  is  a  program  that  benefits 
all  provinces— without  equalization,  it  is  likely  that  the  richer 
provinces  would  have  far  less  fiscal  autonomy  on  the  taxation  side. 

In  general,  therefore,  it  seems  clear  that  the  nature  of  Canada’s 
equalization  programs,  past  and  present,  owes  much  more  to  ’political’ 
rationales  then  it  does  to  any  notion  of  economic  efficiency.  In  the 
series  of  constitutional  meetings  held  in  the  summer  of  1980,  one  of 
the  few  occasions  of  unanimity  came  with  the  agreement  that  the 
principle  of  equalization  should  be  enshrined  in  the  constitution.  Is 
there  any  doubt  that  this  consensus  was  rooted  in  the  nationhood, 
federalist,  and  tax  decentralization  rationales,  rather  than  in,  say,  a 
concern  over  efficiency?  Moreover,  the  wording  of  the  constitutional 
provision  does  not,  in  our  opinion,  square  well  with  the  efficiency 
arguments  for  equalization.  Despite  all  of  this,  the  remainder  of  the 
chapter  is  devoted  to  a  detailed  discussion  and  evaluation  of  the 
economic  underpinnings  of  equalization.  This  evaluation  is  motivated 
in  large  measure  by  the  fact  that  there  has  been  a  very  substantial 
recent  research  effort  devoted  to  the  economic  philosophy  underlying 
equalization. 

EFFICIENCY  AND  EQUALIZATION:  THE  NET  FISCAL 
BENEFITS  APPROACH 

The  concept  of  fiscal  equity 

The  traditional  economic  argument  for  equalization  derives  from  the 
notion  of  'fiscal  equity’.  While  this  is  a  rather  imprecise  term,  most 
economists  would  accept  some  variant  of  John  Graham’s  elaboration 
of  the  principle: 

The  principle  of  fiscal  equity  is  based  in  turn  upon — indeed  is 
an  extension  of — the  widely  accepted  principle  of  horizontal 
equity,  i.e.,  of  equal  treatment  of  equals. ..the  rationale  for 
applying  this  principle  is  twofold.  First,  since  the  fiscal 
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capacity  (tax  base)  of  provinces  and  localities  will  inevitably 
vary,  because  of  differences  in  resource  base,  location, 
occupational  mix,  etc.,  equalizing  fiscal  transfers  are 
necessary  to  eliminate  differential  fiscal  pressures  which 
otherwise  would  encourage  the  movement  of  well  allocated 
resources  from  low-  to  high-income  provinces  and  localities 
and  impede  the  movement  of  resources  from  high-  to 
low-income  provinces  where  they  would  be  more  productively 
allocated.  This  is  the  economAc  argument. 

Second,  if  citizens  are,  by  and  large,  to  distribute 
themselves  most  productively  in  a  nationally  integrated 
economy,  their  fiscal  treatment  should  not  be  dependent  upon 
the  fiscal  capacity  of  the  province  or  municipality  in  which 
they  happen  to  be  located.  This  is  an  ethical  argument  the 
affirmation  of  which  by  all  provinces  and  citizens  helps  to  bind 
the  country  together  and  provide  a  basis  for  national  unity. 
(1982,  part  III;  emphasis  added) 

Hence,  fiscal  equity  has  two  components — an  efficiency  aspect  and 
an  equity  aspect.  We  shall  deal  with  the  former  first,  in  the  context  of 
a  model  that  is  based  on  individual  maximization-5 

Comprehensive  income  and  net  fiscal  benefits 

Consider  the  precepts  underlying  the  neoclassical  model,  assuming 
initially  that  there  is  no  government  sector.  Individuals  (or  families) 
are  assumed  to  be  rational  maximizers,  armed  with  sufficient 
knowledge  of  both  product  and  factor  pricing.  Markets  are  assumed  to 
be  characterized  by  pure  competition,  so  that  prices  for  products 
reflect  marginal  values  to  consumers  and  factors  are  paid  in 
accordance  with  their  marginal  productivities.  Transaction  costs  and 
mobility  costs  are  assumed  to  be  negligible.  Within  such  a  paradigm, 
resources  will  be  optimally  allocated  and  welfare  will  be  maximized. 

Now  let  us  introduce  a  public  sector.  Initially,  let  this  take  the  form 
of  a  single,  national  government  (i.e.,  a  unitary  state).  The 
government  is  assumed  to  treat  similarly  situated  citizens  in  a  similar 
manner  (i.e.,  horizontal  equity  prevails).  The  efficiency  criterion  is 
that  factors  be  paid  their  marginal  products  and  that  these  marginal 
products  be  everywhere  the  same.  Given  factor  mobility,  satisfying 
this  criterion  will  result  in  an  efficient  allocation  of  economic  activity 
over  space.  The  actions  of  the  government  may  give  rise  to  some 
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resource  adjustments,  since  neither  taxes  nor  expenditures  are  likely 
to  be  allocatively  neutral;  however,  there  will  be  little  impact  on  the 
geographical  allocation  of  economic  activity,  since  the  central 
government  is  assumed  to  treat  like  citizens  in  a  like  manner  and  we 
are  ruling  out  major  government  initiatives  that  might  arbitrarily 
confer  an  advantage  on  certain  sections  of  the  country.  It  is  assumed 
that  the  central  government  is  able  to  capture  any  rents  that  exist,  so 
that  they  benefit  all  citizens  irrespective  of  where  they  reside. 

The  next  step  is  to  assume  the  presence  of  a  federal  rather  than  a 
unitary  state.  Each  province  provides  a  distinctive  bundle  of  public 
services,  in  accordance  with  the  preferences  of  its  citizens.  At  this 
juncture,  it  is  convenient  to  introduce  the  notion  of  'comprehensive 
income’,  defined  as  market  sector  income  plus  the  'net  fiscal  benefits’ 
(henceforth  rNFBs’)  generated  by  the  actions  of  the  provincial 
governments.  NFBs  are  the  difference  for  individuals  between  the 
benefits  they  receive  from  provincial  government  operations 
(essentially,  expenditures)  and  the  costs  imposed  on  them  for  the 
provision  of  these  services  (essentially,  taxes).  Obviously  NFBs  can  be 
either  positive  or  negative.  In  a  province  whose  government  engages 
in  substantial  income  redistribution,  the  NFBs  will  probably  be 
positive  for  some  individuals  and  negative  for  others.  In  a  province 
with  access  to  substantial  resource  rents,  the  NFBs  can  be  positive  for 
all  individuals. 

A  rational  economic  agent  will  maximize  his/her  comprehensive 
income.  Hence,  in  choosing  among  otherwise  identical  situations,  an 
individual  (or  family)  will  opt  for  the  province  where  the  NFBs  are  the 
highest.  (Recall  that  the  underlying  assumption  is  that  mobility  costs 
are  negligible.)  Indeed,  if  NFBs  are  higher  in  one  province  than  in  the 
others,  the  individual  will  be  willing  to  take  up  employment  there 
even  in  a  lower-paying  position,  provided  the  comprehensive  income 
level  is  higher.  Given  persistent  differences  in  NFBs,  migration  will 
so  alter  marginal  productivities  that  marginal  comprehensive  income 
will  be  everywhere  identical  in  the  long  run.  What  this  implies  is 
that,  other  things  being  equal,  including  the  absence  of  capitalization 
of  rents,  the  nominal  wage  rates  for  identical  jobs  will  be  lower  in 
provinces  with  higher  NFBs. 

While  migration  in  response  to  NFBs  is  optimal  behaviour  on  the 
part  of  the  individual,  it  is  not  optimal  from  the  point  of  view  of  the 
nation,  since  it  means  that  factors  are  no  longer  being  allocated  in  a 
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pattern  consistent  with  the  efficiency  criterion  for  optimal  resource 
allocation.  In  the  economics  literature  such  migration  has  come  to  be 
referred  to  as  'fiscally  induced’  or  'rent-seeking’;  the  latter  term 
focuses  on  the  fact  that  rents  are  likely  to  be  the  principal  source  of 
differing  NFBs.7  How  can  this  situation  be  remedied?  Obviously,  if 
marginal  productivities  are  to  call  the  allocation  tune,  NFBs  must  be 
equalized.  Hence,  on  efficiency  grounds,  NFBs  across  provinces 
should  be  equalized. 

This  leads  to  two  important  questions.  First,  what  are  the  likely 
sources  of  differences  in  NFBs  across  provinces?  Second,  is  a  program 
of  equalization  payments  to  the  provinces  an  appropriate  vehicle  for 
offsetting  these  differences?  The  latter  issue  is  dealt  with  first. 

Equalization  as  a  means  of  ensuring  fiscal  efficiency 

Equalization  payments  are  designed  to  go  to  provinces,  not  to 
individuals.  Yet  the  logic  of  the  above  analysis  is  that  fiscal  efficiency 
concerns  relate  to  individuals.  Hence,  from  an  efficiency  standpoint 
the  'first-best’  solution  to  the  problem  of  differences  in  NFBs  across 
provinces  is  a  system  of  differentiated  interpersonal ,  not 
interprovincial,  grants  and  taxes.  This  point  is  recognized  by 
Boadway  and  Flatters.  However,  they  argue  that  this  'first-best’ 
solution  has  its  own  problems: 

Why  use  a  system  of  intergovernmental  rather  than 
interpersonal  transfers?  First,  to  calculate  NFBs  on  an 
individual  taxpayer  basis  would  be  very  difficult,  costly,  and 
controversial.  Second,  and  more  important,  to  implement  an 
interpersonal  rather  than  an  intergovernmental  equalization 
program  could  amount  to  the  federal  government’s  overriding 
all  redistribution  decisions  of  provincial  governments.  (1982, 

52) 

Some  evaluation  of  these  points  is  warranted.  In  principle,  one 
would  want  to  treat  NFBs  as  part  of  the  individual’s  income  for  tax 
purposes.  However,  they  are  not  generally  treated  as  taxable  income. 
Hence,  one  can  argue  that  the  first-best  solution  is  to  tax 
comprehensive  income,  not  to  set  in  place  a  system  of  equalization 
payments  to  provinces.  Even  though  one  can  isolate  a  fiscal 
inefficiency  in  the  presence  of  multi-level  government,  remedying  this 
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inefficiency  by  a  set  of  payments  to  governments  is  very  much  a 
second-best  approach.  So  too  is  the  view  that  these  payments  ought  to 
be  unconditional,  since  a  finely  tuned  system  of  conditional  payments 
to  provinces  could  be  a  close  equivalent  to  a  set  of  differentiated 
payments  to  individuals  and,  hence,  a  first-best  solution. 
Unconditional  grants  may  provide  the  potential  for  solving  the 
problem,  but  whether  this  potential  is  realized  depends  on  how  the 
provinces  use  the  grants.  Finally,  the  thrust  of  the  efficiency 
approach  is  to  'eliminate’  the  differences  between  NFBs,  a  goal  that 
requires  the  creation  of  some  sort  of  interprovincial  revenue-sharing 
pool.  Merely  bringing  up  poor  provinces’  NFBs  to  some  average  level 
does  not  solve  the  efficiency  problem.  In  short,  a  set  of  unconditional 
equalization  payments  does  not  follow  directly  from  the  individual 
maximization  process  underlying  the  efficiency  case.  This  does  not 
mean  that  an  equalization  system  would  not  move  the  system  toward 
increased  efficiency.  What  it  does  mean  is  that  efficiency 
considerations  alone  would  not  lead  one  to  the  type  of  equalization 
program  that  has  characterized  our  federation. 

Nonetheless,  it  is  important  to  isolate  the  manner  in  which  multi¬ 
level  government  can  give  rise  to  fiscal  inefficiency.  To  this  we  now 
turn. 

The  sources  of  differences  in  provincial  NFBs 

In  order  to  appreciate  just  what  is  at  stake  in  attempting  to  equalize 
NFBs,  it  is  necessary  to  consider  some  of  the  various  ways  in  which 
differences  in  NFBs  across  provinces  can  arise.  By  far  the  most 
significant  factor  is  the  existence  of  rents,  particularly  rents  from 
natural  resources;  however,  the  discussion  of  the  role  of  rents  is 
delayed  until  later  in  the  chapter.  The  present  section  proceeds  under 
the  assumption  that  such  rents  are  absent  from  the  system. 

Benefit  taxation 

Benefit  taxation  is  defined  as  a  system  under  which  each  resident  is 
taxed  an  amount  exactly  equal  to  the  value  of  public  sector  output  he 
consumes.  As  is  noted  in  a  recent  paper  dealing  with  the  economic 
basis  for  equalization: 
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The  stringent  nature  of  this  condition  [benefit  taxation]  is 
evident  in  the  fact  that  the  analogy  to  private  goods  is 
complete,  except  that  the  government  supplies  the  output 
rather  than  a  private  firm.  A  new  resident  will  need  extra 
public  sector  goods  produced  for  him  specifically,  and  he  can 
expect  to  be  charged  the  maximum  price  which  is  equal  to  the 
value  he  places  on  them.  Since  every  other  jurisdiction  to 
which  he  might  go  operates  likewise,  there  are  no  differential 
fiscal  residuals.  (Wilson,  Percy,  and  Norrie  1981,  13)8 

Even  though  this  is  a  rather  restrictive  assumption,  and  obviously 
does  not  conform  very  closely  to  reality,  the  insight  it  affords  is  very 
important:  under  the  assumption  that  provincial  budgets  operate  on  a 
benefit  principle,  NFBs  will  be  everywhere  identical  (i.e.,  equal  to  zero), 
so  equalization  will  not  be  called  for  on  grounds  of  economic  efficiency. 
Therefore,  if  an  equalization  program  were  put  in  place  in  such  a 
system,  it  would  be  inefficient  and  lead  to  reduced  national  output  and 
too  little  migration.  This  is  so  because  it  would  of  necessity  generate 
positive  NFBs  in  the  'poorer’  provinces  and  thereby  reduce  the 
incentive  to  take  up  more  productive  opportunities  in  the  richer 
provinces. 

Regional  disparities  and  equalization 

Let  us  continue  with  the  assumption  that  provincial  budgets  operate 
under  the  benefit  principle  and  add  a  further  one — namely  that  there 
are  significant  income  disparities  across  the  provinces.  This  does  not 
change  the  above  conclusion.  There  is  no  efficiency  argument  for 
equalization  in  the  face  of  regional  disparities  as  such.  The  fact  that 
the  benefit  principle  applies  to  government  budgets  is  the  critical 
factor  in  arriving  at  this  conclusion.  In  a  later  section  we  shall 
dispense  with  the  assumption  of  benefit  taxation  and  thereby  allow 
the  possibility  of  regional  disparities  leading  to  differing  NFBs.  In 
this  case,  there  is  an  efficiency  rationale  for  equalization.  However,  it 
arises  not  from  the  presence  of  regional  disparities  as  such  but  rather 
from  the  impact  of  these  disparities  on  the  NFBs  across  provinces. 

Once  again,  mounting  an  equalization  program  under  these 
circumstances  would  introduce  a  distortion  to  the  system.  Resource 
allocation  would  no  longer  be  determined  in  accordance  with  market 
returns  and  national  output  would,  as  a  result,  be  lower. 
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Public  goods 

A  pure  public  good  is  one  that  all  citizens  consume  equally  and  for 
which  the  total  cost  of  production  is  not  a  function  of  population.  One 
person’s  consumption  of  such  a  good  does  not  affect  another’s;  that  is, 
there  is  no  congestion  or  crowding-out  problem  associated  with  a  pure 
public  good,  lienee,  jurisdictions  with  large  populations  can  provide 
pure  public  goods  at  a  lower  tax  price  per  unit  than  can  jurisdictions 
with  small  populations.  Moreover,  migration  from  the  low-population 
to  the  high-population  area  will  exacerbate  the  problem— the  tax 
price  of  providing  the  pure  public  good  will  fall  further  in  the 
nigh-population  area  and  will  rise  in  the  low-population  area. 
Assuming  that  people’s  preferences  for  pure  public  goods  are 
everywhere  identical,  this  will  create  a  fiscal  distortion — the  NFBs 
will  be  higher  in  more  populous  provinces.  Thus,  the  existence  of  pure 
provincial  public  goods  does  provide  a  rationale  for  equalization 
payments  on  efficiency  grounds . 

At  a  practical  level,  this  argument  is  not  very  important,  since  it  is 
difficult  to  think  of  many  government  services  that  qualify  as  pure 
public  goods.  Legislatures  may  qualify  to  some  extent.  In  this  regard, 
it  is  interesting  to  note  that  section  118  of  the  original  BNA  Act 
provided  for  special  payments  to  cover  the  cost  of  provincial 
legislatures — $80,000  for  Ontario,  $70,000  for  Quebec,  $60,000  for 
Nova  Scotia,  and  $50,000  for  New  Brunswick.  These  payments  can  be 
construed  as  subsidies  for  the  legislatures,  since  the  amounts  were  far 
more  nearly  equal  than  were  the  provincial  populations. 

Of  more  practical  importance  are  rquasi-public’  goods.  Quasi-public 
goods,  like  pure  public  goods,  may  be  consumed  jointly,  but  eventually 
congestion  costs  set  in.  Parks,  schools,  libraries,  and  roads  probably 
fall  into  this  category.  Up  to  a  point,  one  person’s  consumption  of 
these  public  goods  and  services  does  not  impinge  on  another  person’s 
consumption.  As  Wilson,  Percy,  and  Norrie  point  out, 

jointness  of  consumption  means  falling  average  costs  with 
respect  to  the  provision  of  these  goods,  which  means  that 
population  size  matters.  Heavily  populated  areas  will  be  able 
to  provide  such  outputs  at  a  lower  cost  to  residents  than  will 
more  sparsely  populated  areas.  This  means  that  some  citizens 
are  better  off  than  their  counterparts  in  other 
provinces. ..there  will  now  be  a  fiscal  incentive  to  move  to  the 
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low  cost  jurisdictions,  creating  potential  allocation  problems. 
(1981,  15) 

In  short,  under  the  assumption  that  preferences  for  quasi-public  goods 
are  identical  across  the  citizenry  and  that  they  are  provided  under 
conditions  of  falling  average  cost,  there  is  a  case  for  equalization 
payments  as  a  means  of  ameliorating  differences  in  NFBs. 

Regional  disparities  and  redistributive  provincial  budgets 
Consider  the  following  two  assumptions: 

1  Provincial  budgets  are  'progressive’  in  terms  of  their  distributional 
impact.  For  convenience,  one  can  assume  that  expenditures  benefit 
all  members  of  the  population  equally  while  taxes  rise  in  accordance 
with  incomes.  Obviously,  this  assumes  away  benefit  taxation. 

2  Regional  disparities  exist  in  the  sense  that  aggregate  income  per 
capita  differs  across  provinces. 

As  Boadway  and  Flatters  point  out,  two  implications  arise  from  these 
assumptions: 

First,  persons  with  above-average  personal  incomes  in  a 
province  will  suffer  a  net  loss  from  this  redistributive 
provincial  activity  because  they  contribute  more  in  taxes  than 
they  receive  in  goods  and  services  from  the  provincial 
governments.  The  opposite  is  true  for  persons  with 
below-average  incomes.  Second,  persons  living  in  provinces 
with  above-average  per  capita  incomes  will  receive  higher 
NFBs  from  provincial  expenditures. ...To  see  this,  consider  the 
simple  case  in  which  provincial  expenditures  are  distributed 
among  local  residents  on  a  uniform  per  capita  basis,  while 
taxes  are  proportional  to  individual  incomes.  Proportional 
taxes  generate  a  greater  per  capita  amount  of  tax  revenues  the 
higher  the  average  income  level.  Since  expenditures  are 
assumed  to  be  distributed  on  an  equal-per-capita  basis,  this 
means  that  individuals  at  any  given  income  level  will  receive 
greater  NFBs  on  this  account  in  a  province  with  a  high  per 
capita  personal  income  level.  In  general,  the  greater  the 
overall  progressivity  of  provincial  fiscal  structures,  the 
greater  the  variation  in  NFBs  between  the  rich  and  poor  in 
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any  given  province  and  the  greater  the  average  difference  in 
per  capita  NFBs  between  high-  and  low-income  provinces. 
(1982,54) 

Perhaps  an  example,  drawn  from  a  recent  paper  by  Auld  and  Eden 
(1983),  will  make  this  clearer.  Table  3.1  assumes  that  there  are  three 
persons  in  province  A  and  three  in  province  B.  For  each  province,  the 
benefits  of  public  good  expenditures  are  distributed  equally  to  each 
person  and  total  government  expenditure  equals  total  tax  revenue. 
Province  A  is  'richer’ — the  average  income  is  $15,000,  whereas  it  is 
$10,000  in  province  B.  With  an  assumed  tax  rate  of  20  per  cent,  the 
per  capita  benefits  in  A  are  $3,000  and  in  B  $2,000.  For  the  two 
categories  of  persons  with  identical  incomes  (i.e.,  the  individuals  with 
incomes  of  $5,000  and  $10,000),  NFBs  are  larger  in  province  A. 

Therefore,  in  the  face  of  such  NFBs,  people  will  tend  to  migrate 
from  the  lower-average-income  province  to  the  higher- 
average-income  province.  This  migration  is  fiscally  induced  or 
inefficient  since  it  will  move  'well-allocated  resources’,  to  use 
Graham’s  term,  to  the  higher-income  province — to  province  A  in  the 
example.  It  has  been  argued  that  the  solution  in  the  case  of  regional 
income  disparities  and  redistributive  budgets  'is  an  equalization 
program  that  would  serve  to  eliminate  all  interprovincial  differences 
in  NFBs  from  provincial  budgets’  (Boadway  and  Flatters  1982,  57). 

As  long  as  all  provincial  governments  maintain  the  same  degree  of 
progressivity  on  the  tax  and  expenditure  side,  and  if  the  system  of 
equalization  payments  is  of  the  net  variety  (i.e.,  if  it  takes  the  form  of 
an  interprovincial  revenue-sharing  pool),  then  a  network  of 
unconditional  payments  to  provinces  might  indeed  be  the 
theoretically  correct  (first-best)  solution.  However,  it  is  easy  to  see 
why  this  is  unlikely  to  be  the  case.  While  such  a  system  will  provide 
the  potential  for  eliminating  the  differential  NFBs,  what  occurs  in 
practice  will  obviously  depend  on  the  redistributive  policies  of  the 
various  governments.  For  example,  by  manipulating  the  column  of 
per  capita  benefits  in  Table  3.1,  the  reader  can  generate  NFBs  that, 
for  some  income  levels,  flow  in  the  opposite  direction,  even  before  any 
equalization  takes  place.  Of  course,  one  can  argue  that  the  nature  of 
the  federation  requires  us  to  ignore  the  manner  in  which  provinces 
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TABLE  3.1 

Net  fiscal  benefits:  nominal  examples 


Income 
of  each 
individual 

Tax  rate 

0.2  times 
income 

Per  capita 
benefits  of 
public  goods 

NFB 

Province  A 

$5,000 

$  1,000 

$3,000 

$2,000 

10,000 

2,000 

3,000 

1,000 

30,000 

6,000 

3,000 

-  3,000 

Province  B 

5,000 

1,000 

2,000 

1,000 

10,000 

2,000 

2,000 

0 

15,000 

3,000 

2,000 

-  1,000 

SOURCE:  Auld  and  Eden  (1983  ,  Table  1 ) 


redistribute  income  within  their  boundaries,  since  it  is  their 
constitutional  prerogative  to  choose  whatever  method  they  prefer. 
However,  this  argument  derives  not  from  efficiency  as  such  but  rather 
from  bringing  into  the  analysis  some  element  of  the  constitutional 
and/or  nationhood  arguments  for  equalization. 

Recapitulation 

This,  then,  is  the  essence  of  the  case  for  the  existence  of  an 
equalization  program  on  efficiency  grounds  in  the  absence  of  rents.  It 
is  appropriate  to  note,  given  the  historical  emphasis  of  this  study,  that 
an  understanding  of  these  issues  in  the  Canadian  context  can  be 
traced  back  to  the  early  1960s  and  the  writings  of  John  Graham.  For 
example,  with  respect  to  the  argument  that  regional  disparities  per  se 
do  not  provide  a  case  for  equalization  if  budgets  are  distributionally 
neutral  or  if  benefit  taxation  prevails,  Graham  notes  that 

if  public  services  were  divisible  and  were  provided  on  a  benefit 
basis  or  according  to  the  income  levels  of  individuals  [i.e., 
distributionally  neutral  budgets]  the  problem  would  not  arise; 
similarly  situated  individuals  in  different  provinces  could  be 
equally  treated  with  respect  to  benefits  and  burdens  without 
any  equalization  transfers,  even  if  average  incomes  or  income 
distributions  differed.  In  this  case  it  would  be  meaningless  to 
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talk  about  differences  in  fiscal  capacity.  (1964,  5;  emphasis 
added) 

Matters  are  very  different  when  provincial  budgets  are  not 
distributionally  neutral  (note  that  Graham’s  term  'fiscal  residuum’  is 
essentially  equivalent  to  our  use  of  the  term  'NFB’): 

When  there  is  an  egalitarian  redistributive  element  in  the 
fiscal  system,  so  that  the  'fiscal  residuum’  (defined  as  benefits 
from  public  services  minus  burdens  of  taxation)  decreases 
with  income,  differential  fiscal  treatment  of  similarly  situated 
individuals  in  low-  and  high-income  provinces  will  occur, 
because  of  the  necessity  of  imposing  higher  tax  rates  in  the 
lower  income  provinces  to  provide  any  given  level  of  services. 

The  concepts  of  fiscal  capacity  and  differences  in  it  then 
become  meaningful.  (Ibid.,  6) 

The  solution  requires  a  system  of  equalizing  transfers  to  offset  these 
differing  NFBs,  or  else  optimal  resource  allocation  will  not  occur  (the 
following  quotation  takes  on  more  force  when  one  realizes  that 
Graham  is  also  assuming  that  resource  rents  influence  NFBs): 

Without  transfers,  differential  fiscal  treatment  will  exert 
pressure  indiscriminately  on  factors  to  move  from  a  poor 
province  or  locality,  even  factors  that  are  well  located  there, 
and  will  inhibit  the  inward  movement  of  factors  from  richer 
provinces  and  localities,  even  ones  that  would  be  better 
located  in  the  poor  province  or  locality. ...[Such  an  equalization 
scheme)  would  be  geographically  neutral  in  that  the 
inducement  of  higher  rewards  elsewhere  would  still  operate 
with  respect  to  poorly  located  factors  at  the  same  time  that 
differential  fiscal  pressure  was  eliminated  with  respect  to 
well-located  factors.  (Ibid.,  17) 

Thus,  it  is  clear  that  Graham  is  not  arguing  for  an  equalization 
program  that  would  stem  factor  mobility  as  such,  but  rather  for  one 
that  would  counteract  only  migration  that  was  'fiscally  induced’  or 
'rent-seeking’  (i.e.,  migration  motivated  by  differential  fiscal  pressure, 
as  he  calls  it).  The  point  is  made  again  in  his  discussion  of 
equalization  and  the  Atlantic  Provinces: 
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The  Atlantic  Provinces  provide  a  useful  illustration. 
Differences  in  marginal  productivity  probably  call  for 
continued  net  emigration  of  some  labour  and  capital.  But  the 
withholding  of  federal  transfers  from  the  Atlantic  Provinces  in 
order  to  accelerate  the  movement  of  labour  and  capital  from 
that  region  would  not  be  economically  sound,  for  it  would 
encourage  not  only  the  desirable  movements  of  factors  whose 
productivity  is  relatively  low  there,  but  also  the  undesirable 
movement  of  factors  whose  productivity  compares  favourably 
with  what  it  would  be  in  other  parts  of  the  country.  It  would 
also  discourage  the  desirable  inward  movement  from  other 
parts  of  the  country  of  factors  whose  productivity  would  be 
greater  in  the  Atlantic  Provinces.  (Ibid.) 

In  summary,  then,  the  following  observations  relating  to  efficiency 
and  equalization  appear  appropriate: 

—  In  a  federal  system,  the  possibility  exists  that  net  fiscal  benefits 
will  vary  across  jurisdictions. 

—  Differential  NFBs,  to  the  extent  that  they  are  not  capitalized,  will 
impede  optimal  resource  allocation,  since  factors  of  production  will 
take  account  of  NFBs  as  well  as  market  returns  in  selecting  their 
province  of  location. 

—  Efficiency  requires  that  these  uncapitalized  differential  NFBs  be 
equalized. 

—  An  equalization  program  is  not  normally  the  first-best  approach  to 
remedying  the  efficiency  problem,  but  when  coupled  with  practical 
and  constitutional  constraints,  it  can  acquire  a  political-ca/n-economic 
'first  best’  rationale. 

—  The  mere  existence  of  an  equalization  program  does  not  imply  that 
efficiency  is  enhanced.  Under  benefit  taxation  or  distributionally 
neutral  provincial  budgets,  the  presence  of  equalization  would  be 
efficiency-retarding.  If  budgets  are  redistributive  and  if  average 
income  levels  vary  across  provinces,  differential  NFBs  are  likely  to 
arise.  Whether  a  given  equalization  program  is  too  generous  or  too 
limited  under  these  circumstances  will  depend  on  the  program  itself 
as  well  as  on  the  variance  of  the  NFBs.  In  other  words,  it  is  an 
empirical  question. 

—  Under  the  nationhood  and  constitutional  rationales,  the 
appropriate  equalization  program  focuses  on  levels  of  basic  services 


103 


Equalization  payments 


and  unduly  high  tax  rates.  Under  the  efficiency  rationale,  the  focus  is 
different — it  is  on  eliminating  differences  in  NFBs  or  equalizing  fiscal 
capacity,  with  no  specific  reference  to  basic  services  or  levels  of 
taxation.10  However,  since  NFBs  can  arise  from  the  expenditure  side 
of  provincial  budgets  as  well  as  the  revenue  side,  the  progressivity 
features  of  public  services  and  taxes  would  presumably  enter  into  the 
calculation  of  the  NFBs  across  provinces. 

—  The  efficiency  criterion  would  argue  for  a  net  equalization  scheme 
(i.e.,  rich  provinces  paying  in  and  poor  provinces  drawing  from  the 
equalization  pool).11  Only  in  this  way  could  differences  in  NFBs  be 
eliminated,  short  of  using  the  traditional  Canadian  scheme  and 
equalizing  to  the  province  with  the  highest  NFBs. 

RESOURCE  RENTS,  EFFICIENCY,  AND  EQUALIZATION 
Resource  rents  and  NFBs 

The  above  arguments  relating  to  the  efficiency  rationale  for 
equalization  apply  to  the  case  of  resource  rents  as  well.  However,  it  is 
important  for  several  reasons  to  single  out  resource  rents  for  special 
treatment.  First  of  all,  they  have  dominated  the  recent  discussions 
relating  to  the  design  and  adequacy  of  equalization  payments.  The 
point  was  made  in  Part  II  that  resource  rents  have  led  to  several 
modifications  of  the  equalization  formula.  Second,  they  are  both  very 
large  and  geographically  concentrated.  Hence  they  have  a  substantial 
impact  on  NFBs  across  provinces. 

In  focusing  on  the  interaction  between  resource  rents,  NFBs,  and 
equalization,  it  seems  appropriate  to  adopt  a  conceptual  framework 
that  differs  slightly  from  the  which  one  utilized  above  (see  Boadway 
and  Flatters  1983).  Let  the  comprehensive  income  of  a  representative 
individual  in  a  province  be  defined  as  follows: 

comprehensive  income  =  factor  income  after  provincial  taxes  +  per 

capita  benefits  from  provincial  govern¬ 
ment  activities. 

Only  provincial  budget  activities  are  taken  into  account,  under  the 
assumption  that  taxpayers  in  similar  economic  situations  are  treated 
similarly  by  the  federal  government.  If  one  assumes  that  benefits 
from  provincial  activities  stem  from  expenditures  financed  by  taxes  on 
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individuals  and  taxes  on  resource  rents,  the  previous  expression  can 
be  written: 

comprehensive  income  =  after-tax  factor  income  +  per  capita 

benefits  from  taxes  on  individuals  +  per 
capita  benefits  from  resource  rents 
collected  by  the  provinces. 

Suppose  we  make  the  further  assumption  that  one  can  dichotomize 
provincial  budgetary  policy  in  the  following  manner:  with  the 
proceeds  from  taxes  on  individuals  the  government  provides  benefits 
in  exact  proportion  to  the  taxes  paid,  while  with  the  proceeds  from  the 
taxes  on  resources  it  provides  benefits  on  an  equal-per-capita  basis. 
This  means  that  in  terms  of,  say,  personal  income  taxes  the  provincial 
budget  is  distributionally  neutral.  Overall,  however,  it  cannot  be, 
since  the  expression  for  real  income  now  becomes: 

comprehensive  income  =  factor  income  before  provincial  taxes  +  per 

capita  resource  revenues. 

In  the  absence  of  resource  rents,  as  we  saw  in  the  previous  section,  the 
assumption  that  each  resident  gets  back  in  public  services  an  amount 
equal  to  his  taxes  paid  does  not  lead  to  differing  NFBs  and  does  not 
provide  a  rationale  for  an  equalization  program.  In  the  presence  of 
resource  rents,  this  is  no  longer  the  case — as  the  above  expression 
makes  very  clear.  Differential  per  capita  values  of  resource  rents 
across  provinces  will  generate  differential  NFBs,  irrespective  of  the 
assumptions  relating  to  the  distributive  nature  of  provincial  budgets. 
Moreover,  the  fact  that  resource  rents  accruing  to  governments  vary 
dramatically  across  provinces  may  encourage  reallocation  of  labour 
across  provinces  to  take  advantage  of  high  NFBs  in  the  resource-rich 
provinces. 

It  is  important  to  note  that  the  concept  of  rents  that  contribute  to 
provincial  differences  in  NFBs  incorporates  all  economic  rents  and  not 
just  the  royalty  revenues  of  the  western  energy-producing  provinces. 
The  'implicit’  rents  from  the  operations  of  Quebec  and  Ontario  hydro 
facilities,  which  do  not  show  up  as  provincial  revenues  but  rather  are 
transferred  back  to  the  provinces’  residents  in  terms  of  lower  prices  for 
electricity,  also  qualify  as  benefits  that  alter  NFBs  across  provinces. 


105 


Equalization  payments 


This  potential  for  rent-seeking  or  fiscally  induced  migration  has, 
not  surprisingly,  been  recognized  in  many  quarters.  Nearly  a  decade 
ago  Clark  made  the  following  observation: 

In  the  final  analysis  the  adjustment  of  people  to  resources. ..is 
likely  to  take  place  in  one  of  two  basic  ways:  one,  by  a 
redistribution  of  rents  among  provinces,  and  the  other  by  a 
redistribution  of  people  among  provinces.  To  the  extent  that 
the  adjustment  takes  place  through  a  reallocation  of  rents, 
pressures  bringing  about  a  redistribution  of  people  will  be 
diminished.  To  the  extent  that  the  adjustment  does  not  take 
place  through  rents,  the  population  pressures  will  increase. 
(1976,  110) 

More  recently,  Courchene  and  Melvin  focused  on  much  the  same  issue 
in  the  context  of  an  analysis  of  the  regional  implications  of  Alberta’s 
Heritage  Fund: 

...it  seems  probable  that  the  existence  of  the  Fund  will, 
ironically  enough,  drive  the  marginal  productivity  of  labour  in 
Alberta  down  relative  to  that  in  Ontario.  On  the  margin  the 
prospective  migrant  will  equate  the  marginal  product  of 
labour  in  Ontario  with  the  marginal  product  of  labour  in 
AJberta  plus  the  migrant’s  share  of  the  non-capitalized  portion 
of  the  Fund.  In  some  sense  the  [Heritage  Fund]  is  a  'common 
property  resource’  waiting  to  be  privatized  in  future  years  and 
it  will  encourage  greater  migration  than  if  it  were  already 
privatized,  in  much  the  same  way  as  the  common  property 
nature  of  the  fishing  industrv  encourages  too  many  fishermen. 
(1980,202-203) 

Thus,  from  a  theoretical  perspective,  there  is  a  case  to  be  made  for 
addressing  the  efficiency  problems  arising  from  resource-rent-related 
NFBs.  Two  questions  arise:  First,  as  a  practical  or  empirical  matter, 
is  this  an  issue  that  warrants  redress?  Second,  supposing  that  it  is,  is 
an  equalization  program  likely  to  be  an  appropriate  solution?  A  later 
section  will  focus  on  the  first  question.  We  now  turn  to  a  discussion  of 
the  second. 
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Alternative  ways  of  handling  resource-related  NFBs 

i  q 

Privatization  of  rents 

Suppose  that  in  1973  (or  in  1947,  at  the  time  of  the  Leduc  oil  find)  the 
Government  of  Alberta  distributed  ownership  rights  on  a  once-and- 
for-all  basis  to  the  residents  of  the  province — that  is,  it  'privatized’  the 
rents.  All  energy  rents  would  accrue  to  the  original  owners  as  they 
were  realized,  and  no  new  shares  would  be  issued.  In  other  words, 
these  original  owners  would  have  a  claim  on  the  present  and  future 
stream  of  energy  rents.  What  would  be  the  implications  of  such  a 
scheme  for  NFBs  and  for  equalization  payments?  First  of  all,  these 
energy  rents  or  royalties  would  no  longer  be  a  direct  source  of  positive 
NFBs.  There  would  be  no  incentive  for  Canadians  to  move  to  Alberta 
to  obtain  a  share  of  the  energy  resources — they  would  have  already 
been  disbursed.  Second,  Albertans  would  not  be  'locked  in’  to  their 
province.  They  could  migrate  and  carry  their  ownership  titles  with 
them.  Presumably,  these  shares  would  be  marketable  and  could  be 
traded  like  any  other  shares,  so  that  Canadians  could  buy  a  claim  to 
these  rents  without  moving  to  Alberta.  Thus,  resource  rents  per  se 
would  no  longer  be  a  determinant  of  migration. 

In  other  words,  if  the  rents  were  privatized  then  rent-seeking 
migration  would  be  effectively  eliminated.  However,  since 
proportionally  more  people  with  claims  on  these  rents  would  probably 
still  reside  in  Alberta,  and  since  the  returns  on  their  shares  would  be 
taxable,  it  is  likely  that  Alberta’s  income  tax  revenues  would  be 
higher  than  they  would  be  if  the  rents  had  not  been  privatized;  that  is, 
the  province’s  royalty  revenues  would  drop  sharply  as  a  result  of 
privatization,  but  this  drop  would  be  partially  offset  by  a  rise  in 
personal  income  tax  revenues.  Provided  that  Alberta’s  budgets  were 
not  operating  under  the  benefit  principle,  the  revenues  from  this 
source  would  probably  generate  positive  NFBs.  (This  situation  was 
dealt  with  above  in  the  text  preceding  Table  3.1.)  Under  the 
pre-existing  equalization  program,  these  revenue  increases  would  be 
eligible  for  equalization.  Since  Ottawa’s  income  tax  revenues  from 
Alberta  residents  would  also  be  rising  apace,  there  would  be  a 
rough-and-ready  'geographical’  equity  as  far  as  the  funding  of  the 
scheme  was  concerned. 

It  is  important  to  distinguish  between  this  once-and-for-all 
allocation  of  property  rights  and  other  sorts  of  allocation  schemes. 
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Suppose,  for  example,  that  energy  royalties  collected  by  the  energy 
provinces  were  distributed  annually  to  all  residents  of  the  province  on 
31  December  of  each  year.  Under  such  a  system  of  allocation, 
rent-seeking  migration  would  still  persist.  Moreover,  existing 
residents  would  have  to  remain  in  the  province  if  they  wished  to 
continue  to  receive  the  windfalls. 

Hence  resource  rents  per  se  pose  a  problem  for  fiscal  efficiency  only 
if  they  are  not  fully  privatized — that  is,  only  if  the  property  rights  to 
the  stream  of  rents  remain  in  the  hands  of  the  provincial 
governments,  or  what  is  the  same  thing,  remain  unallocated  (and 
uncapitalized).  Again,  it  is  very  important  to  recognize  that 
non-appropriated  rents  include  the  'implicit’  rents  from  provincial 
hydro  resources  as  well  as  the  high-profile  royalties  collected  by  the 
oil-  and  gas-producing  provinces.  And,  as  we  shall  see  later,  the 
annual  values  of  these  hydro  rents  run  into  billions  of  dollars. 

Redefining  income  for  tax  purposes 

Since  the  efficiency  problem  arises  because  of  the  divergence  between 
market  income  and  comprehensive  income,  one  possible  solution  is  to 
alter  the  definition  of  income  for  taxation  purposes  to  incorporate 
resource-derived  benefits,  whether  they  arise  from  provincial  royalty 
collections  or  from  below-market  prices  for  services  such  as  electricity. 
Looking  at  the  issue  in  this  manner  is  highly  instructive,  since  it 
provides  a  rationale  for  heritage  funds.  This  is  so  because:  (a)  the 
residents  of  a  resource-rich  province  are  not  required  to  include  any 
such  royalty  revenue  as  part  of  their  income;  (b)  the  province  itself, 
despite  the  fact  that  it  is  receiving  factor  incomes  (i.e.,  rents,  profits, 
or  interest),  is  exempt  from  paying  federal  tax  on  this  income  by 
virtue  of  section  125  of  the  constitution. 14  Thus,  by  collecting 
royalties  and  then  disbursing  these  monies  (either  immediately  or 
over  time,  using  a  heritage  fund  as  a  buffer)  in  the  form  of  lower 
provincial  tax  rates  or  greater  provincial  services,  the  province  can  in 
effect  transfer  the  funds  tax-free  to  its  residents.  Any  sort  of 
privatization  scheme  would  subject  the  monies  to  federal  taxation. 
This  is  an  interesting  vicious  circle.  The  incentives  in  the  system  are 
such  that  they  encourage  provinces  to  refrain  from  allocating  property 
rights  to  resource  rents.  But  the  fact  that  they  therefore  accrue  to  the 


108 


Towards  a  theory  of  equalization 


provinces  as  'common-property’  resources  means  that  they  induce 
rent-seeking  migration  to  the  extent  that  they  are  not  capitalized. 

Equalization 

Concern  over  section  125  was  expressed  nearly  a  decade  ago  by  Gainer 
and  Powrie  (1975).  They  argued  that  the  rents,  profits,  and  interest 
accruing  to  provincial  governments  are  in  effect  factor  incomes  and,  as 
such,  ought  to  be  treated  for  tax  purposes  much  as  they  would  be 
treated  if  they  had  arisen  in  the  private  sector.  Their  specific  proposal 
was  that  30  per  cent  of  energy  royalties  be  transferred  from  provincial 
to  federal  coffers  (30  per  cent  being  roughly  equivalent  to  what  the 
federal  tax  payable  would  have  been  had  these  royalties  accrued  to 
private  sector  individuals).  This  money  would  be  used  to  equalize  the 
remaining  provincial  revenues  in  accordance  with  the  then-existent 
equalization  formula. 

More  generally,  an  equalization  program  can  be  a  first-best 
solution  to  the  efficiency  problem.  Recall  that  the  assumptions 
underlying  this  section  are  that  taxes  paid  by  residents  are  in 
proportion  to  public  services  received  and  that  revenues  received  from 
royalties  are  converted  into  equal-per-capita  benefits.  Under  these 
special  circumstances,  a  system  of  payments  to  provinces  that 
equalized  these  NFBs  would  be  identical  to  a  series  of  transfers  to 
individuals. 

Note,  however,  that  the  type  of  equalization  program  required  here 
is  an  interprovincial  rent-sharing  pool — that  is,  an  arrangement  for 
transferring  funds  from  the  coffers  of  the  high-NFB  provinces  to  the 
low-NFB  provinces.  Equalizing  these  NFBs  via  the  RNAS  system 
would  not  solve  the  problem,  since  the  sources  of  the  federal 
government’s  revenues  across  provinces  are  not  distributed  in  the 
same  proportions  as  the  discrepancies  in  NFBs.  In  a  recent  paper, 
Boadway,  Flatters,  and  LeBlanc  recognize  this: 

Under  a  gross  scheme  (i.e.,  rich  provinces  do  not  pay  into  the 
funding  of  equalization)  the  federal  government  pays  for 
equalization  out  of  its  general  revenues. .. .Since  a  large 
proportion  of  its  general  revenues  comes  from  personal  income 
taxes,  this  means  that  the  burden  of  an  increase  in 
equalization  payments  due  to  an  increase  in  resource  revenues 
falls  disproportionately  on  provinces  with  high  personal 
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incomes.  A  net  scheme  (where  rich  provinces  pay  in)  would 
avoid  this  problem:  the  increase  in  equalization  would  be 
funded  by  the  same  increase  in  revenues  that  caused  it.  (1983, 

177) 

In  other  words,  there  is  no  efficiency  case  in  the  true  sense  of  the  term 
for  any  of  the  recent  formulations  of  Canada’s  equalization  program. 

Summary 

In  considering  the  relation  between  economic  efficiency  and 
equalization,  it  is  essential  to  keep  in  mind  one  important  principle. 
The  efficiency  argument  for  equalization  does  not  arise  because  the 
provinces  are,  for  one  reason  or  another,  deserving  of  equalization 
payments.  It  arises  because,  without  equalization,  individuals  would 
be  subject  to  fiscal  pressure  that  could  lead  to  migration  decisions 
inconsistent  with  an  optimum  allocation  of  resources.  This  is  in 
marked  contrast  to  the  federal  or  constitutional  argument  for 
equalization,  with  its  emphasis  on  providing  the  provinces  with  the 
financial  ability  to  deliver  their  constitutional  responsibilities.  This 
dichotomy  of  rationales  may  disconcert  the  economist  and  the  political 
scientist  alike.  But  it  does  emphasize  the  reality  that  few  public 
policy  issues  are  the  exclusive  property  of  any  one  discipline. 

Later  in  the  chapter  we  shall  return  to  some  of  the  practical  and 
empirical  realities  that  presumably  influence  the  degree  to  which  one 
would  want  to  design  an  equalization  program  solely  on  the  basis  of 
efficiency.  For  now,  however,  attention  is  directed  to  the  equity 
argument  for  equalization. 

EQUITY  AND  EQUALIZATION 

The  equity  case  for  equalization  is  usually  based  on  the  public  finance 
concept  of  horizontal  equity,  namely,  like  treatment  of  similarly 
situated  individuals.  In  particular,  if  two  persons  have  the  same 
degree  of  well-being  before  a  change,  they  should  have  it  afterwards 
as  well.  'Change’  in  the  present  context  refers  to  the  impacts  on 
individuals  of  governments  in  a  federal  state.  The  measuring  rod  that 
we  shall  adopt  for  assessing  an  individual’s  well-being  is 
comprehensive  income’,  which  of  course  includes  market  income  as 
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well  as  NFBs.15  However,  this  is  still  not  a  sufficient  basis  for 
addressing  the  horizontal  equity  issue:  it  is  necessary  to  stipulate  an 
initial  position  with  which  comparisons  can  be  made.  Boadway  and 
Flatters  suggest  two  alternative  initial  positions,  broad-based 
horizontal  equity  and  narrow-based  horizontal  equity. 

The  first,  what  we  shall  call  broad-based  horizontal  equity,  is 
that  persons  with  the  same  real  comprehensive  income  ought 
to  be  treated  identically  by  all  governments  taken  together, 
both  federal  and  provincial.  Since  provincial  governments 
violate  this  norm,  the  federal  government  must  take  steps  to 
redress  the  differences  in  treatment.  That  will  be  the  task  of 
equalization  payments.  The  second,  or  narrow -based 
horizontal  equity,  is  that  the  federal  government  need  only 
concern  itself  with  the  equity  of  its  own  actions  when  deciding 
upon  a  policy.  The  real  income  levels  achieved  [including 
NFBsl,  after  the  policies  of  the  provincial  government  actions, 
have  been  taken  as  a  starting  point.  The  federal  government 
then  only  ensures  that  its  own  actions  are  equitable.  It  turns 
out  that  there  is  still  some  role,  if  only  a  restricted  one,  for 
equalization  payments  under  narrow-based  equity.  The  role 
arises  out  of  the  fact  that  the  existing  federal  tax  system  does 
not  capture  all  elements  of  real  income — in  particular  it  miss¬ 
es  NFBs  of  provincial  government  activities.  (1983,  111; 
emphasis  added) 

Boadway  and  Flatters  suggest  that  one  way  to  view  this  distinction  is 
in  terms  of  property  rights  or  endowments'. 

If  different  provinces  provide  identical  citizens  with  different 
net  real  income  benefits  as  a  result  of  provincial  activity,  and 
if  one  wished  to  award  full  property  rights  to  individuals  over 
such  benefits,...  (based,  say,  on  an  interpretation  of  the 
constitution),  then  the  federal  government  should  take  the 
post-provincial  government  position  as  the  starting  point  for 
horizontal  equity.  If,  however,  one  does  not  wish  to  assign  such 
property  rights  on  the  basis  of  (province  of)  residency,  the 
initial  position  should  be  that  which  would  prevail  in  the 
absence  of  all  government  fiscal  activity,  including  that  of  the 
province.  It  turns  out  that  both  views  call  for  some  sort  of 
equalization  on  equity  grounds,  but  for  widely  differing  types 
and  amounts.  (1982,  53;  emphasis  added) 
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The  first  subsection  below  focuses  on  the  implications  for  equalization 
arising  out  of  the  broad-based  horizontal  equity  concept.  The  next 
subsection  deals  with  narrow-based  horizontal  equity.  The  last  part  of 
this  analysis  of  equity  and  equalization  asks  whether  any  notion  of 
horizontal  equity  has  much  meaning  in  a  federal  state. 

Broad-based  horizontal  equity 

If  labour  is  immobile  (or  migration  costs  are  infinite),  then 
broad-based  horizontal  equity  requires  that  the  net  impact  on 
individuals  of  all  governments  will  leave  previously  similarly  situated 
individuals  similarly  situated  after  the  fact.  This  implies  that  NFBs 
must  be  equalized  across  provinces.  Thus,  the  achievement  of 
broad-based  horizontal  equity,  when  labour  is  immobile,  like  the 
achievement  of  efficiency,  provides  a  rationale  for  equalization.  The 
difference,  of  course,  is  that  the  efficiency  case  is  valid  only  if  labour  is 
mobile ,  since  in  the  absence  of  mobility  there  can  by  definition  be  no 
fiscally  induced  migration. 

It  does  not  follow  that  a  system  of  equalization  payments  is  the 
'first-best’  solution  to  the  problem  of  achieving  horizontal  equity  when 
labour  is  immobile.  Indeed,  all  the  caveats  that  were  raised  with 
respect  to  the  efficiency  case  also  apply  here,  even  though  no  efficiency 
problem  arises  from  differing  NFBs  when  migration  costs  are  infinite. 

Labour  is  perfectly  mobile 

Under  the  opposite  assumption,  namely  that  migration  costs  are 
negligible,  what  is  the  appropriate  notion  of  equity  in  a  federal 
system?  In  our  opinion,  equity  in  a  federal  context  is  the  ability  of  the 
provinces  to  tailor  their  policies  to  the  perceived  needs  of  their  citizens 
on  the  one  hand  and  the  right  and  ability  of  citizens  to  choose  their 
locality  on  the  basis  of  these  differing  bundles  of  services  on  the  other. 
Consider  the  following  passage  from  Norrie,  Percy,  and  Wilson: 

[Suppose  that  an]  Alberta  resident  with  a  market  income  of 
$10,000  receives  a  net  increase  in  fiscal  benefits  of  $1,000 
while  his  identical  (with  respect  to  market  income  potential) 
counterpart  in  Ontario  does  not.  Assume  First  that  labour 
mobility  is  perfectly  responsive  to  real  income  differentials 
among  regions.  Ontario  residents,  seeing  the  new  fiscal 
benefits  in  Alberta,  will  begin  to  move  there,  depressing 
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wages  in  the  recipient  region  and  raising  them  in  the  sending 
one.  By  assumption,  this  flow  will  continue  until  the  gain  to 
the  last  migrant  is  exactly  offset  by  the  loss  from  lower  private 
earnings.  In  this  case  there  can  be  no  horizontal  inequities. 

The  representative  individual  is  exactly  as  well  off  in  either 
province,  after  the  adjustment  in  factor  earnings  has  taken 
place.  (1982,  291;  emphasis  added) 

In  our  view,  the  contention  that  there  would  be  no  inequities  in  this 
situation  is  correct.  Apparently  many  public  finance  economists 
disagree.  What  is  at  issue  is  the  definition  of  equity  in  a  federation.  If 
by  equity  one  means  identical  fiscal  treatment  in  each  province — that 
is,  identical  NFBs  ( NFBi  —  NFS  2 )  and  identical  market  treatment 
(Y 1  —  Y 2)  for  similarly  qualified  individuals — then  the  above  state¬ 
ment  is  not  correct.  This  is  so  because  in  equilibrium  all  that  the 
situation  described  in  the  quoted  passage  requires  is  that  Yi  +  NFBj 
—  Y2  -h  NFB2.  Hence,  it  is  possible  for  Yi  to  fall  below  Y2  by  the  same 
amount  as  NFBj  exceeds  NFB2.  However,  it  does  ensure  that  persons 
who  were  in  an  identical  overall  position  prior  to  any  change  in  NFBs 
can  also  be  in  an  identical  overall  position  after  the  change. 

Does  equity  in  a  federation  imply  that  for  similarly  qualified 
individuals  NFBs  across  provinces  are  identical — that  is,  that  NFBt 
equals  NFBj ?  If  it  does,  then  it  also  implies  efficiency ,  since  Y t  will 
equal  Yj.  In  our  view  this  definition  of  equity  is  too  restrictive.  The 
economic  theory  of  federalism  allows  provinces  to  generate 
alternative  bundles  of  goods,  services,  and  taxes,  which  will  surely 
generate  differentials  in  cross-province  NFBs  over  previously 
similarly  situated  individuals.  Ensuring  identical  fiscal  treatment 
with  unconditional  equalization  transfers  is,  in  our  view,  neither 
possible  nor  desirable.  What  is  available  to  the  individual  is  the 
opportunity  to  migrate  in  order  to  select  his  preferred  bundle  of  public 
services.  Under  the  assumption  of  perfect  (costless)  mobility, 
migration  will  ensure  that  an  individual  can  achieve  an  overall 
income  (market  income  plus  NFBs)  similar  to  his  counterparts 
elsewhere.  In  this  sense  equity  is  attainable,  although  NFBs  may  not 
be  equalized.  To  define  equity  in  terms  of  identical  treatment  across 
all  provincial  governments  (i.e.,  identical  NFBs)  would  appear  to  be 
the  antithesis  of  the  economic  theory  of  federalism. 

Thus,  in  our  view,  there  is  no  equity  case  for  equalization  when 
labour  is  perfectly  mobile.  However,  there  is  an  efficiency 
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case — indeed,  a  very  strong  one,  since  with  perfect  mobility  indi¬ 
viduals  will  migrate  in  response  to  even  the  slightest  variations  in 
NFBs. 

Hence,  it  is  tempting  to  argue  that  as  mobility  increases  (i.e.,  as 
migration  costs  fall)  the  efficiency  case  for  equalization  is 
strengthened  and  the  broad  horizontal  equity  case  is  weakened. 
However,  it  does  not  follow  that  the  equity  case  for  equalization 
becomes  compelling  when  mobility  is  reduced,  since  there  are  other 
solutions  to  the  problem  of  high  migration  costs.  The  case  for  transfers 
that  subsidize  mobility  appears  to  be  every  bit  as  strong  as  the  case  for 
equalization  transfers. 

This  does  not  mean  that  one  cannot  call  for  equalization  payments 
in  terms  of  some  'overall’  notion  of  equity.  After  all,  that  is  what  the 
'nationhood’  rationale  is  all  about.  But  in  terms  of  what  we  perceive  to 
be  the  notion  of  equity  within  the  traditional  economic  (i.e.,  individual 
maximization)  approach  to  federalism,  the  case  for  mounting  an 
equalization  program  on  equity  grounds  appears  to  be  wanting. 

Narrow-based  horizontal  equity 

It  will  facilitate  the  analysis  of  narrow-based  horizontal  equity  to 
restate  the  formulation  of  comprehensive  income  introduced  in 
connection  with  the  interaction  between  resource  rents,  efficiency, 
and  equalization,  namely  that  comprehensive  income  equals  factor 
income  before  taxes  plus  per  capita  resource  revenues.  To  make  this 
formulation  more  general,  let  us  express  it  as  follows: 

comprehensive  income  =  factor  income  before  taxes  +  per  capita 

source-based  taxes, 

where  source-based  taxes  are  those  levied  at  the  source  of  income 
generation.  Source-based  taxes  include  corporate  taxes,  excise  taxes 
on  purchases  of  firms,  natural  resources  taxes,  and  property  taxes  on 
businesses.  Personal  income  taxes,  retail  sales  taxes,  excise  taxes  on 
consumption,  payroll  taxes,  and  residential  property  taxes  are 
classified  as  residence-based  taxes,  that  is,  they  are  taxes  levied  on  the 

i  ry 

individual’s  income  or  use  of  income  in  his  province  of  residence. 
Recall  that  the  assumptions  underlying  our  analysis  are:  (a)  that 
individuals  get  back  in  provincial  services  an  amount  equal  to  the 
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residence-based  taxes  they  have  paid  (i.e.,  provincial  budgets  are 
distributionally  neutral  with  respect  to  residence-based  taxes),  and  (b) 
that  the  benefits  from  source-based  taxes  are  distributed  on  an 
equal-per-capita  basis. 

Despite  the  fact  that  narrow-based  horizontal  equity  accepts  the 
postprovincial  position  as  the  starting  point  for  implementing 
horizontal  equity,  there  is  still  a  role  for  equalization  or  some 
alternative  redistribution  scheme.  This  is  so  because  individuals  with 
the  same  comprehensive  income  after  the  impact  of  provincial  budgets 
are  not  treated  equally  by  the  federal  taxation  system.  The  problem 
arises  because  factor  payments  before  taxes  are  part  of  taxable  income 
at  the  federal  level,  whereas  per  capita  source-based  taxes  (or  rather 
the  benefits  therefrom)  are  not.  In  other  words,  NFBs  arising  from, 
say,  resource  revenues  are  not  treated  as  taxable  income.  The  obvious 
theoretical  solution  would  be  to  alter  the  definition  of  income  for  federal 
taxation  purposes  to  incorporate  these  NFBs.  Another  approach  would 
be  to  initiate  a  program  of  equalization  across  provinces  that  would 
offset  this  horizontal  inequity. 

It  is  here  that  efficiency  and  equity  point  in  different  directions.  As 
noted  above,  the  efficiency  approach  would  be  to  equalize  any  and  all 
NFBs.  Under  the  narrow-based  horizontal  equity  approach,  only 
NFBs  that  arise  from  source-based  taxes  require  equalization. 
Moreover,  only  a  fraction  of  these  NFBs  would  be  subject  to 
equalization,  namely,  the  portion  that  equalled  the  average  federal 
marginal  tax  rate  in  the  province.  This  arrangement  would  have  the 
impact  of  subjecting  these  NFBs  to  federal  taxation,  which,  as  noted 
above,  is  the  source  of  the  lack  of  narrow-based  horizontal  equity. 

We  now  alter  the  above  example  to  assume  that  provincial  budgets 
are  redistributive.  In  particular,  suppose  that  the  benefits  of 
residence-based  taxes  are  distributed  in  a  progressive  manner,  so  that 
persons  with  low  incomes  in  the  province  will  now  have  positive  NFBs 
and  vice  versa.  The  distribution  of  the  benefits  of  source-based  taxes 
remains  the  same — that  is,  equal  per  capita.  Does  this  change  the 
nature  of  the  desired  equalization  program  under  narrow-based 
horizontal  equity?  The  answer  is  no.  This  is  so  because  these  NFBs 
arise  solely  from  the  province’s  own  distribution  decisions — overall, 
the  NFBs  from  residence-based  taxes  will  sum  to  zero.  And  narrow 
horizontal  equity  takes  the  post-provincial  position  as  the  starting 
point  for  applying  federal  standards  of  equity.  In  other  words,  under 
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narrow-based  horizontal  equity  the  federal  budget  need  not  be 
concerned  with  offsetting  the  nationwide  horizontal  inequities  that 
are  introduced  by  provincial  government  budgets. 

Horizontal  equity  and  the  economic  theory  of  federalism 

If  the  essence  of  the  economic  approach  to  federalism  is  that  it 
enhances  economic  welfare  by  allowing  provinces  to  tailor  their  range 
of  goods  and  services  in  accordance  with  citizen  preferences,  then  it  is 
not  surprising  that  the  notion  of  broad-based  horizontal  equity,  which 
is  geared  to  the  elimination  of  all  differences  in  NFBs,  runs  into  some 
conceptual  trouble.  After  all,  it  effectively  overrules  the  provinces’ 
right  to  cater  to  the  needs  of  their  citizens.  Moreover,  if  the  attempt  to 
establish  horizontal  equity  is  via  an  equalization  program  (rather 
than  a  first-best  scheme),  horizontal  equity  will  in  the  end  not  be 
achieved  unless  the  provinces  operate  on  the  benefit  principle  (in 
which  case  there  would  be  no  basis  for  equalization  anyway)  or  have 
identical  degrees  of  progression  in  their  budgets.  As  Scott  noted  two 
decades  ago  (1964,  254),  'if.. .horizontal  equity  is  not  in  fact  to  be 
achieved,  is  there  any  point  in  making  the  grants?’ 

This  point  has  recently  been  made  in  a  slightly  different  manner  by 
Wilson,  Percy,  and  Norrie.  If  the  essence  of  federalism  is  that 
provinces  can  choose  the  degree  of  vertical  equity  (i.e.,  different 
treatment  of  differently  situated  citizens)  that  they  deem  appropriate, 
correcting  for  horizontal  equity  by  means  of  equalization  may  create 
as  many  problems  as  it  solves: 

Take  the  case  of  two  relatively  wealthy  individuals  with  the 
same  before-tax  income,  one  in  St.  John’s  and  one  in 
Edmonton.  Suppose  that  the  real  cost  of  providing 
government  services  in  Newfoundland  is  much  higher  so  that, 
in  the  absence  of  any  intergovernmental  transfers,  the  St. 
John’s  resident  is  only  as  well  off  after  taxes  as  a  second 
resident  of  Edmonton  with  less  gross  income  than  either  of  the 
other  two.  Broad-based  horizontal  equity  demands  that  we 
transfer  revenue  to  the  government  of  Newfoundland  to  put 
the  two  wealthy  individuals  back  on  an  even  footing,  all  the 
while  being  content  with  the  welfare  gap  between  the  two 
Edmontonians.  This  can  be  even  more  dramatic  since  in 
practice  this  usually  means  we  tax  the  poorer  (as  well  as  the 
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wealthier)  Edmontonian  to  subsidize  the  consumption  of 
public  sector  output  by  the  wealthy  Newfoundlander. 

It  seems  more  than  a  little  strange,  in  fact,  that  we  in 
Canada  devote  so  much  effort  and  resources  toward  achieving 
horizontal  equity  across  provinces,  yet  tolerate  much  greater 
inequalities  among  individuals  within  each  province.  It  might 
be  argued. ..that  it  would  be  impolitic  to  interfere  with  the 
income  distribution  within  the  recipient  jurisdiction.  But  it 
could  be  argued  in  response  to  this  that  Ottawa’s  equalization 
obligations  cease  at  that  point  where  the  degree  of  horizontal 
equity  across  provinces  approximates  that  degree  of  vertical 
equity  within  the  have-not  areas.  If  the  political  leaders  in 
these  provinces  are  content  with  their  own  internal  income 
distribution,  then  surely  they  cannot  insist  on  a  more 
equitable  standard  horizontally.  (1981,  13) 

Boadway’s  and  Flatters’  introduction  of  the  concept  of  narrow-based 
horizontal  equity  was  no  doubt  intended  to  take  account  of  some  of 
these  issues  and,  more  particularly,  to  reconcile  horizontal  equity 
with  the  realities  of  federalism.  Innovative  and  valuable  as  this 
contribution  may  be,  it  is  nonetheless  the  case  that  the  type  of 
equalization  program  that  is  consistent  with  narrow-based  horizontal 
equity  is  rather  far  removed  from  either  the  past  or  the  present 
equalization  formulas:  indeed,  in  the  absence  of  source-based  taxes, 
horizontal  equity  does  not  call  for  any  system  of  equalization 
payments. 

What  normally  passes  for  equity  can,  in  our  opinion,  better  be 
incorporated  under  the  efficiency  criterion  on  the  one  hand  and  the 
nationhood  and  federal  arguments  on  the  other.  With  respect  to 
equalization,  we  submit  that  an  equally  valid  approach  to  horizontal 
equity,  in  the  context  of  an  economic  approach  to  federalism,  would  be 
the  provision  of  mobility  subsidies,  which  would  make  it  possible  for 
all  citizens  to  'vote  with  their  feet’.  However,  we  also  recognize  that 
many  of  our  colleagues  will  disagree  with  this  view.  In  any  event,  the 
remainder  of  the  chapter,  which  deals  with  several  theoretical  and 
practical  issues  relating  to  the  establishment  of  an  equalization 
program,  will  focus  primarily  on  the  efficiency  case  for  equalization. 
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FROM  THEORY  TO  PRACTICE 

The  analysis  to  this  point  has  not  always  made  an  explicit  distinction 
between  the  terms  NFBs,  energy  rents,  and  source-based  taxes. 
Strictly  speaking,  the  efficiency  case  for  equalization  depends  on 
isolating  and  equalizing  NFBs.  Under  certain  conditions,  increases  in 
energy  royalties  will  generate  equivalent  increases  in  NFBs.  In 
others  they  will  not.  One  of  our  purposes  in  this  section  is  to  isolate 
these  conditions.  More  generally,  our  purpose  is  to  emphasize  that 
considerable  caution  is  needed  in  converting  theory  to  practice. 

Capitalization ,  crowding  out ,  and  heritage  funds 

Critical  to  the  theoretical  analysis  underlying  the  efficiency  case  for 
equalization  was  the  assumption  (sometimes  implicit)  that  NFBs  were 
not  capitalized.  For  example,  it  may  well  be  that  because  electricity  in 
Ontario  is  subsidized  substantial  benefits  arise  from  locating  industry 
in  that  province.  But  if  these  benefits  are  reflected  in  site  values,  then 
there  may  be  no  net  gains  from  moving  there.  Again,  if  energy 
royalties  are  reflected  fully  in  the  price  of  land  or  existing  structures, 
then  the  potential  migrant  has  to  'buy’  his  share  of  the  rents.  Full 
capitalization  of  these  benefits  would,  on  average,  wipe  them  out.  To 
be  sure,  intramarginal  rents  will  always  exist  for  certain  categories  of 
migrants.  In  principle,  however,  full  capitalization  of  rents  is 
essentially  identical  to  a  once-and-for-all  privatization  of  these  rents; 
that  is,  no  fiscal  benefits  are  generated. 

With  land  in  such  abundance  in  the  West,  it  is  hard  to  imagine  a 
scenario  of  full  capitalization  over  the  longer  term.  Yet  it  is  likely 
that  over  shorter  periods  usable  land  and  structures  will  be  in 
relatively  fixed  supply,  and  that  migration  will  therefore  generate 
congestion  or  crowding  which  in  turn  will  drive  up  property  values. 
Even  if  usable  land  is  in  ample  supply,  it  is  clearly  in  the  interests  of 
its  owners  to  lobby  the  authorities  to  impose  zoning  restrictions  and 
the  like — barriers  to  entry  that  in  effect  capitalize  the  rents. 

One  can  take  this  further.  Most  analysts  argue  that  the  portion  of 
energy  revenues  placed  in  heritage  funds  should  be  excluded  from  any 
NFB  calculations.  They  represent  benefits  that  cannot  be  taken  into 
account  until  the  funds  are  actually  drawn  upon  to  provide  additional 
public  service  or  reduce  provincial  taxes.  However,  if  potential 
migrants  view  these  funds  as  a  source  of  future  benefits,  the  resulting 
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influx  may  result  in  levels  of  capitalization  in  excess  of  the  calculated 
benefits. 

In  theory,  then,  it  is  only  the  uncapitalized  portion  of  NFBs  that 
ought  to  be  eligible  for  equalization.  Moreover,  it  seems  to  us  that  the 
burden  of  proof  should  rest  with  those  who  argue  that  there  is  not  full 
capitalization,  rather  than  where  it  now  appears  to  rest,  namely  with 
those  who  argue  that  these  rent-generated  benefits  may  be 
capitalized.  In  this  context,  it  is  instructive  to  consider  the  views  of 
U.S.  economist  Wallace  Oates  (1984): 

...existing  Fiscal  differentials  (e.g.,  varying  levels  of  taxable 
capacity)  across  jurisdictions  will  tend,  to  some  extent  at  least, 
to  be  capitalized  into  property  values  so  that  those  who  choose 
to  live  in  fiscally  disadvantaged  areas  are  compensated  by 
having  to  pay  lower  land  rents;  from  this  perspective, 
horizontal  equity  under  a  federal  system  is,  to  some  degree, 
self-policing.  The  need  for  equalizing  grants  in  a  federation  is 
thus  questionable.  Perhaps  it  is  best  to  regard  their  role  as  a 
matter  of  Taste’. 

It  may  well  be  that  this  attitude  explains  the  absence  of  a  formal 
equalization  program  in  the  United  States,  although  it  also  is  the  case 
that  the  variation  in  NFBs  across  the  various  states  are  much  less 
than  those  in  Canada  (largely  because  of  the  absence  of  state  resource 
rents). 

In  any  event,  more  attention  has  to  be  paid  to  the  likelihood  that 
some  portion  of  resource-related  NFBs  will  be  capitalized. 

Terms  of  trade  and  factor-price  equalization 

The  large  increases  in  energy  royalties  over  the  past  decade  have  not 
simply  arisen  out  of  thin  air.  They  have  been  generated  by  the  growth 
in  world  and  domestic  energy  prices.  In  economic  terms,  there  has 
been  a  shift  in  the  terms  of  trade  in  favour  of  the  energy-producing 
regions  of  the  country.  Courchene  and  Melvin  point  out  that,  at  the 
macro  level,  the  principal  impact  of  the  terms-of-trade  change  has 
been  transfer  of  purchasing  power  from  the  East  (the  non-energy 
provinces)  to  the  West  (the  energy  provinces).  In  their  words: 
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In  the  short  run  this  will  be  accomplished  principally  through 
financial  transfers— residents  of  the  east  or  their  govern¬ 
ments  will  be  drawing  down  savings  or  else  increasing 
borrowing  either  from  the  west  or  outside  the  country.  Over 
the  longer  term  the  transfer  will  tend  to  be  effected  in  real 
terms— easterners  will  pay  for  their  (probably  decreased)  oil 
imports  through  an  increase  in  exports  either  to  the  west  or  to 
the  rest  of  the  world.  Essentially,  therefore,  domestic 
absorption  by  easterners  must  decline  by  the  amount  of  the 
transfer  and  vice  versa.  This  is  the  macro  adjustment  problem 
associated  with  the  terms-of-trade  effect.  (1980, 194) 

Occurring  simultaneously  is  what  might  be  referred  to  as  a  micro 
adjustment.  The  increase  in  the  terms  of  trade  increases  marginal 
productivities  of  both  labour  and  capital  in  the  energy  sector: 

...real  wages  will  tend  naturally  to  rise  in  the  west  relative  to 
the  east.  A  fall  in  the  relative  wage  in  the  east  would  at  the 
same  time  (a)  enhance  exports  to  and  capital  investment  from 
the  west  and  (b)  increase  output  in  the  east,  both  of  which 
would  help  effect  the  real  transfer.  Combined  with  this  will  be 
a  movement  of  labour  from  the  east  to  the  west  in  response  to 
the  real  wage  differential  which  will  further  facilitate  the  real 
transfer.  (Ibid.,  197) 

Now,  all  of  this  would  take  place  even  if  there  were  no  increase  in 
provincial  royalty  revenues.  The  existence  of  substantial  energy  rents 
accruing  to  the  governments  in  the  West  (neglecting  some  of  the 
offsetting  factors  discussed  later)  may  produce  an  additional  incentive 
for  migration,  since  these  revenues  will  generate  an  increase  in  NFBs. 
Thus  an  increase  in  labour  flows  to  the  West  is  not  by  itself  evidence  of 
inefficient  migration. 

Indeed,  if  markets  were  working  effectively,  the  presence  of  higher 
NFBs  would  imply  that  the  increase  in  the  real  wage  in  the  West 
would  not  rise  as  much  as  it  would  in  the  absence  of  the  government 
royalties.  It  seems  to  us,  therefore,  that  one  ought  to  get  concerned 
about  inefficient  migration  only  when  wages  in  the  West  fall  from 
their  original  position  relative  to  wages  in  the  East.  This  would  imply 
that  migration  was  being  driven  by  a  concern  over  comprehensive 
income  (market  income  plus  NFBs),  and  that  the  NFB  component  was 
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dominant.  But  casual  empiricism  suggests  that  market  wages  in  the 
West  have  not  fallen  relative  to  those  in  the  east. 

In  any  event,  the  point  of  all  this  is  to  emphasize  that  the 
correlation  between  rising  resource  rents  in,  and  increased  migration 
to,  the  West  does  not  automatically  imply  that  the  increased  mobility 
is  inefficient. 

Gross  rents  versus  net  rents 

There  is  another  reason  why  focusing  on  energy  rents  or  source-based 
taxes  may  be  misleading — they  may  not  convert  on  a  one-to-one  basis 
into  NFBs.  To  assume  that  they  do  is  to  ignore  the  provincial 
expenditures  that  may  be  required  to  generate  these  rents — for  ex¬ 
ample,  expenditures  to  establish  and  maintain  the  necessary 
infrastructure  (roads,  telephones,  schools,  civil  servants)  or,  in  the 
case  of  Quebec  Hydro,  settlement  claims  to  native  peoples.  It  is 
evident,  therefore,  that  it  is  net  rather  than  gross  royalties  on  rents 
that  generate  benefits  and  that  ought  to  be  taken  into  account  in  the 
calculation  of  NFBs  and  equalization  payments. 

In  principle,  of  course,  this  dictum  should  apply  to  all  revenue 
categories.  However,  the  provincial  expenditures  required  to  collect 
revenues  from  most  sources  do  not  vary  much  across  provinces  in  per 
capita  terms  or  in  expenditures  per  dollar  of  revenue  collected.  But 
this  is  clearly  not  true  of  resource-based  revenues. 

Forgone  rents 

The  type  of  equalization  formula  called  for  on  efficiency  grounds  is  a 
net  scheme — that  is,  an  interprovincial  revenue-sharing  pool  from 
which  the  poor  provinces  draw  and  to  which  the  rich  provinces 
contribute.  As  Helliwell  and  Scott  note  in  assessing  the  contributions 
to  the  pool,  '[any  such]  system  must  give  credit  to  Alberta  for  the 
sharing  already  underway  in  the  form  of  sales  of  oil  and  gas  to  other 
Canadians  at  less  than  world  oil  prices’  (1981,  53).  As  the  domestic 
price  approaches  the  world  price  this  transfer  will  disappear. 
However,  Alberta’s  forgone  rents  have  already  amounted  to  tens  of 
billions  of  dollars. 

Interestingly  enough,  this  transfer  of  forgone  revenue  to  other 
Canadians  is  more  consistent  with  the  efficiency  arguments  outlined 
earlier  than  is  the  present  equalization  program.  The  transfer 
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bypasses  provincial  governments  and  goes  directly  to  consuming 
Canadians.  Moreover,  it  is  in  fact  a  net  scheme,  since  it  represents  a 
direct  transfer  from  high-NFB  provinces  to  low-NFB  provinces. 
Finally,  unlike  the  RNAS  approach,  with  its  arbitrary  personal 
income  override,  it  does  not  exclude  Ontarians.  The  problem,  of 
course,  is  that  it  generates  its  own  efficiency  concerns  because  the 
domestic  price  of  energy  is  held  beneath  world  prices. 

Confiscatory  taxation 

A  fifth  concern  relating  to  the  efficiency  criterion  is  that  the  complete 
equalization  of  NFBs  (via  an  interprovincial  rent-sharing  pool)  would 
levy  a  near  100  per  cent  tax  on  the  resource  provinces.  This  in  turn 
would  severely  curtail  the  incentive  for  these  provinces  to  develop 
their  own  resources.  Indeed,  the  tax  could  be  greater  than  100  per 
cent  if  no  allowance  were  made  for  the  provincial  expenditures 
required  to  generate  the  resource  revenues— that  is,  if  royalties  en¬ 
tered  the  formula  on  a  gross  rather  than  a  net  basis.  Hence,  most 
advocates  of  equalizing  energy  rents  would  settle  for  a  partial 
equalization  of  these  rents  in  order  to  preserve  the  provinces’ 
incentives  to  develop  their  resource  bases. 

A  three-region  approach  to  equalization 

The  final  concern  relating  to  the  transition  from  theory  to  practice  is 
that  implicitly,  if  not  explicitly,  the  arguments  for  and  against  the 
efficiency  case  for  equalization  tend  to  focus  too  much  on  a  comparison 
between  Alberta  and  the  recipient  provinces.  According  to  Dales 
(1983),  both  the  view  that  equalization  enhances  efficiency  and  the 
view  that  it  retards  efficiency  tend  to  be  presented  in  terms  of  what  he 
calls  'one-distortion’  models.  Both  approaches  are  correct  on  their  own 
terms.  The  argument  that  equalization  is  efficiency-retarding 
supposes  a  setting  in  which  provincially  supplied  goods  and  services 
are  produced  under  diminishing  returns  and  sold  at  a  tax  price  that 
equates  their  marginal  cost  with  their  marginal  benefit.  The  effect  of 
equalization  is  to  subsidize  public  services  in  'poor’  regions,  thereby 
keeping  the  tax  price  of  public  output  lower  than  its  marginal  benefit 
and  reducing  the  incentive  to  migrate.  Dales  calls  this  the  'Maritimes 
model’.  At  the  opposite  pole  is  the  'Alberta  model’,  in  which  energy 
royalties  are  used  to  subsidize  taxes — in  effect,  there  exists  a  'Royalty 
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Subsidy’  that  encourages  in-migration  to  Alberta.  Dales  notes  that 
what  much  of  the  current  thinking  with  respect  to  equalization  does  is 

marry  the  two  One-Distortion  models  of  the  'Maritimes’  and 
'Alberta,’  and  produce  one  Two-Distortion  model  of 'Canada’  in 
which  the  two  subsidies  exactly  offset  one  another,  thereby 
creating  the  same  economic  Utopia  that  occurs  in  a 
No-Distortion  model.  We  may  then  conclude  that  the 
Equalization  policy  is  'justified’  by  the  Royalty  distortion,  and 
that  Ottawa  cleverly  neutralizes  Edmonton.  Or  we  may  prefer 
to  look  at  things  the  other  way  around  and  conclude  that  the 
Royalty  policy  is  'justified’  by  the  Equalization  distortion, 
Edmonton  having  cleverly  neutralized  Ottawa.  (Ibid.,  257) 

The  problem  with  this  approach,  as  Dales  notes,  is  that  it  assumes  a 
two-region  model.  If  one  adds  a  third  region — call  it  Ontario — the 
analysis  no  longer  holds.  The  implication  of  the  'Maritimes  model’  in 
a  three-region  context  is  that  under  the  current  equalization  scheme 
there  is  too  little  out-migration  from  the  Maritimes  (or,  more 
generally,  from  equalization-receiving  provinces)  to  Ontario.  The 
implication  of  the  'Alberta  model’  is  that  there  is  too  much  migration 
from  Ontario  to  Alberta.  The  latter  problem  was  even  more  severe 
under  the  RNAS  version  of  equalization,  which  (a)  denied  Ontario  the 
equalization  payment  that  the  formula  indicated  it  was  entitled  to  and 
(b)  called  upon  its  residents  to  finance  some  40  per  cent  of  the 
equalization  flows.  Thus  even  if  one  believes  that  there  is  an 
efficiency  case  for  equalization,  it  would  appear  to  be  fairly  clear  that 
an  arrangement  such  as  the  RNAS  scheme  cannot  claim  to  do  much  in 
the  way  of  enchancing  overall  efficiency.  More  generally,  it  is  very 
important  not  to  fall  into  the  trap  of  focusing  only  on  the  Maritimes 
and  on  Alberta  when  evaluating  the  efficiency  aspect  of  equalization. 

In  theory,  the  efficiency  case  for  equalization  is  reasonably 
compelling;  in  practice,  as  we  have  shown,  a  number  of  very 
significant  qualifications  to  the  theoretical  argument  have  to  be  taken 
into  account.  In  this  section  we  have  tried  to  isolate  some  of  the 
factors  that  merit  further  research  in  order  to  ascertain  the  degree  to 
which  the  existence  of,  say,  provincially  collected  energy  rents 
requires  the  corrective  action  of  an  equalization  program  on  efficiency 
grounds. 
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To  this  point,  the  analysis  of  the  efficiency  case  for  equalization  has 
ignored  the  critical  empirical  issues.  Do  differences  in  NFBs  across 
provinces  affect  the  migration  decision?  If  there  is  no  fiscally  induced 
migration,  there  is  no  efficiency  case  for  equalization  payments. 
Relatedly,  do  equalization  payments  retard  the  migration  process?  If 
not,  then  they  can  hardly  be  viewed  as  a  solution  to  fiscally  induced 
migration.  The  last  substantive  section  of  this  chapter  is  devoted  to  a 
survey  of  the  literature  relating  to  the  influence  of  fiscal  variables  on 
the  migration  decision. 

FISCAL  STRUCTURE  AND  INTERNAL  MIGRATION: 

THE  EMPIRICAL  EVIDENCE 

More  than  a  decade  ago,  Courchene  addressed  the  question  of  whether 

or  not  fiscal  variables  influenced  the  migration  decision  (Courchene 

1970).  His  conclusion,  based  on  a  set  of  regression  equations,  was  that 

both  equalization  payments  and  unemployment  insurance  transfers 

did  serve  to  inhibit  out-migration.  It  is  important  to  recall  that  this 

work  was  completed  prior  to  both  the  surge  in  provincial  energy 

royalties  after  1973  and  the  reworking  of  the  unemployment 

insurance  (UI)  legislation  in  1971,  which  not  only  increased  UI 

benefits  but  also  incorporated  longer  benefit  duration  for  the  poorer 

regions  of  the  country.  These  were  among  the  developments  that  later 

led  Courchene  to  argue  that,  far  from  eliminating  regional  disparities, 

both  the  level  of  the  overall  transfer  svstem  and  incentives  embodied 

«/ 

in  it  were  confirming  and  perhaps  even  exacerbating  them  (see,  for 
example,  Courchene  1978).  More  recently,  this  argument  has  come  to 
be  known  as  the  'transfer-dependency  thesis’.  Essentially,  it  holds 
that  the  transfer  system  is  jamming  up  the  regional  adjustment 
process  and  encouraging  factors  of  production  (particularly  labour)  to 
remain  where  they  are  rather  than  to  seek  employment  in  regions  of 
the  country  where  their  marginal  productivities  would  be  higher. 

When  substantial  energy  rents  began  to  accrue  to  the  resource 
provinces,  the  case  for  an  equalization  program  as  a  means  of 
enhancing  efficiency  gained  popularity  among  academics: 
equalization  would  serve  to  curtail  that  portion  of  the  out-migration  to 
the  resource-rich  provinces  that  was  motivated  by  fiscal  rather  than 
market  factors.  Thus,  it  is  no  less  important  for  this  hypothesis  than 
it  is  for  the  transfer-dependency  thesis  that  equalization  be  shown 
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empirically  to  inhibit  migration.  We  shall  have  more  to  say  about 
these  two  competing  hypotheses  in  the  concluding  section. 

In  any  event,  given  the  prominence  of  the  efficiency  arguments  for 
equalization,  it  is  hardly  surprising  that  substantial  further  interest 
has  been  shown  in  the  empirical  relationship  between  fiscal  structure 
and  migration.  By  far  the  most  ambitious  effort  in  this  direction  is  the 
Economic  Council  of  Canada  study  by  Winer  and  Gauthier  (1982).  In 
summarizing  the  results  of  this  study  in  its  special  report,  Financing 
Confederation:  Today  and  Tomorrow ,  the  Council  makes  the 
following  point  with  respect  to  the  relationship  between  equalization 
payments  and  migration:  'Unconditional  grants  (including 
equalization)  have  significantly  slowed  the  out-migration  of 
low-income  groups  from  the  rest  of  Canada  to  Alberta  and  British 
Columbia’ (1982,  141). 

Of  particular  interest  are  the  Council’s  results  from  a  simulation 
exercise,  based  on  Winer’s  and  Gauthier’s  work,  that  attempted  to 
forecast  what  migration  rates  over  1971  to  1977  would  have  been  if  (a) 
equalization  payments  had  been  frozen  at  their  1971  levels,  (b) 
Western  natural  resources  revenues  had  remained  at  their  1971 
levels,  and  (c)  the  post-1971  regional  variation  in  UI  benefits  had  not 
been  put  in  place.  For  out-migration  from  the  Atlantic  provinces,  the 
simulation  yielded  these  results: 

...migration  rates  from  the  Atlantic  provinces  to 
Saskatchewan  and  Alberta  for  the  low-income  group  were 
between  40  and  65  per  cent  higher  than  they  would  have  been 
had  western  natural  resource  revenues  remained  at  their  1971 
level.  The  corresponding  increase  for  the  middle-  and 
high-income  groups  varied  from  20  to  30  per  cent. 

With  respect  to  the  role  of  equalization,  the  results  are 
more  complex.  The  effect  of  equalization  on  rates  of  migration 
is  ambiguous.  [Howeverl,  the  'best’  results  [i.e.,  those  in 
accordance  with  theoretical  prediction  |... show  that 
equalization  payments  would  have  retarded  the  migration  of 
low-income  persons  to  all  destinations  except  Manitoba  (which 
also  receives  substantial  equalization  payments).... 

[With  respect  to  the  modification  in  UI,  1  the  simulation 
suggests  that,  on  balance,  changes  to  the  unemployment 
insurance  system  retarded  out-migration  from  the  Atlantic 
region  to  other  provinces. ...For  example,  the  rate  of 
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out-migration  to  Ontario  of  low-income  persons  was  between 
35  and  42  per  cent  lower  in  1977  than  it  would  have  been  in 
the  absence  of  any  changes  to  the  unemployment  insurance 
system.  (Ibid.,  142) 

Regarding  the  impact  of  these  three  variables  on  migration  into 
Alberta  and  British  Columbia,  the  Council  concluded: 

...fiscal  benefits  financed  by  natural  resource  revenues  have 
attracted  [migrants]  in  all  income  groups.  For  example,  the 
rate  of  migration  to  Alberta  by  those  in  the  low-income  group 
is  increased  by  about  13  per  cent  as  a  result  of  the  increase  in 
natural  resource  revenues  in  the  West.  The  corresponding 
rate  of  increase  for  the  middle-  and  high-income  groups  is 
about  10  per  cent. ...the  increase  in  equalization  payments, 
which  to  a  large  extent  was  the  result  of  a  rise  in  western 
natural  resource  revenues,  produces  a  reduction  in  migration 
rates  to  Alberta  and  British  Columbia  between  6  and  16  per 
cent  for  the  low-income  groups  and  between  2  and  6  per  cent 
for  the  middle-  and  high-income  groups.  (Ibid.,  143) 

Thus,  the  Winer-Gauthier  simulation  provides  some  valuable  new 
information  about  the  two  areas  that  are  critical  to  the  efficiency  case 
for  equalization.  First,  it  does  appear  from  the  evidence  that  the 
presence  of  resource  revenues  attracts  migrants.  In  other  words, 
people  do  appear  to  move  in  response  to  differences  in  NFBs  across 
provinces.  Second,  equalization  payments  tend  to  retard 
out-migration — that  is,  without  equalization,  even  more  persons 
would  have  migrated  to  the  resource  provinces.  On  the  surface, 
therefore,  it  would  appear  that  equalization  flows  enhance  efficiency. 

However,  in  our  opinion  it  is  necessary  to  treat  these  results  with 
considerable  caution.  Our  principle  concern  is  that  the  estimation 
procedure’s  treatment  of  the  rise  in  energy  revenues  subsumes  the 
terms-of-trade  effect  on  marginal  productivities  in  the  resource 
regions.  It  is  disconcerting  to  find  all  of  the  migration  to  the  West  in 
response  to  this  energy  revenue  described  as  'fiscally  induced’  and 
none  of  it  attributed  to  the  increase  in  marginal  productivities  that 
are  associated  with  energy  price  increases.  To  be  sure,  Winer  and 
Gauthier  did  attempt,  with  another  set  of  variables,  to  capture  these 
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productivity  changes,  but  we  believe  that  much  more  work  in  this 
direction  is  required  before  any  definitive  conclusions  can  be  drawn. 

A  second  concern  has  to  do  with  just  who  it  is  that  is  migrating.  If 

unemployed  easterners  are  flocking  to  Alberta  in  search  of  work,  this 

cannot  be  construed  as  inefficient  migration,  at  least  in  the  way  that 

we  have  been  using  the  term.  Courchene  (1974)  follows  a  sample  of 

Canadians  through  four  years  of  their  lives,  focusing  on  variables 

such  as  location,  income,  and  employment  experience.  The  results  for 

this  period  (1965-68)  suggest  rather  conclusively  that  there  are 

substantial  income  gains  associated  with  geographical  mobility,  both 

in  absolute  terms  and  relative  to  comparable  control  groups  that  did 

not  move.  It  is  information  of  this  sort,  updated  to  take  into  account 

the  burgeoning  of  resource  revenues  in  the  1970s,  that  offers  the  most 

promising  route  to  a  determination  of  the  extent  to  which  the 

increased  migration  to  the  West  is  fiscally  induced  and  the  extent  to 

which  it  is  the  product  of  market  factors.  Nonetheless,  the  research  by 

Winer  and  Gauthier  has  advanced  our  knowledge  of  the  migration 

process  and  does  support  the  dual  notion  that  NFBs  can  trigger 

migration  and  that  an  equalization  program  will  inhibit  some  of  this 
1 7 

movement. 

Norrie  and  Percy  (1984)  take  a  quite  different  approach  to  the 
problem  of  identifying  the  degree  of  fiscally  induced  migration.  The 
authors  construct  a  multi-sector  model  of  a  small,  open  economy 
(Alberta),  insert  some  reasonable  parameter  values,  and  then  use  the 
model  to  isolate  the  impact  of  a  1  per  cent  increase  in  the  price  of 
energy.  Their  'base  case’  assumes  that  resources  are  privately  owned. 
Under  this  assumption,  a  1  per  cent  increase  in  the  price  of  energy  will 
generate  only  a  terms-of-trade  effect.  Their  other  specifications 
incorporate  provincial  resource  ownership  and,  therefore,  also  allow 
for  the  generation  of  NFBs  in  response  to  the  energy  price  increase.  In 
the  base  case,  a  1  per  cent  increase  in  energy  prices  leads  to  a  1.10  per 
cent  increase  in  the  labour  force  in  the  long  run,  whereas  in  the 
simulations  that  allow  for  financing  of  provincial  government  goods 
and  services  out  of  resource  revenues  the  increase  in  the  labour  force 
varies  from  1.72  to  1.87  per  cent.  If  these  estimates  are  to  be  believed, 
they  suggest  a  very  large  terms-of-trade  impact  on  labour  supply — for 
example,  a  50  per  cent  increase  in  the  price  of  energy  would,  in  the 
long  run,  call  for  a  55  per  cent  expansion  of  Alberta’s  labour  force. 
Adding  the  fiscally  induced  component  would  yield  a  labour  force 
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growth  of  90  per  cent.  What  we  read  from  these  results  is  that  (a) 
fiscally  induced  migration  is  important,  but  (b)  the  terms-of-trade 
component  is  also  important,  so  much  so  that  by  itself  it  could  easily 
account  for  all  the  recent  westward  movement  of  labour. 

Norrie  and  Percy  are  quite  aware  of  some  of  the  defects  of  their 
model.18  Nonetheless,  the  approach  is  a  novel  one  and  contributes 
further  to  our  information  about  fiscally  induced  migration  and  the 
role  of  a  system  of  equalization  payments  as  an  aid  to  efficiency. 

CONCLUSION 

This  completes  the  survey  of  the  analytical  underpinnings  of 
equalization.  We  recognize  that  in  reviewing  the  various  arguments 
for  equalization  we  have  not  touched  all  of  the  bases.  For  example, 
one  often  hears  that  equalization  is  intended  to  compensate  regions 
such  as  the  Maritimes  for  the  'policy-induced’  out-migration 
associated  with  Macdonald’s  National  Policy,  the  Auto  Pact,  and  other 
measures  that  favour  the  centre.  Others  suggest  that  Ontario  went 
along  with  the  introduction  of  equalization  for  a  reason  related  to 
open-economy  Keynesian  economics:  an  increase  in  government 
expenditures  would  increase  GNP,  and  given  the  openness  of  the 
provincial  economies  and  Ontario’s  industrial  superiority  a 
substantial  part  of  this  increase  would  find  its  way  to  Ontario.  The 
previous  chapter  advanced  the  argument  that  the  timing  and  the  form 
of  the  initial  equalization  program  probably  reflected  a  desire  to  keep 
other  provinces,  Ontario  in  particular,  from  following  Quebec’s  lead  in 
setting  up  a  separate  personal  income  tax.  No  doubt  there  are  many 
other  rationales  for  equalization  and,  hence,  many  different  ways  in 
which  this  chapter  could  have  been  written. 

An  intriguing  question  is  whether  the  new  constitutional  provision 
can  be  related  to  any  of  these  underlying  rationales.  Auld  and  Eden 
(1983)  argue  that  the  Constitution  Act,  1982  embodies  provisions  that 
represent  a  move  away  from  the  fiscal-needs  approach  of  Rowell-Sirois 
toward  the  principle  of  narrow-based  fiscal  equity.  Part  of  their 
argument  is  based  on  the  manner  in  which  the  original  version  of  the 
constitutional  provision  differs  from  the  Final  version — a  difference 
alluded  to  in  the  previous  chapter.  The  earlier  version  read 
'Parliament  and  the  Government  of  Canada  are  committed  to  taking 
such  measures  as  are  appropriate  to  ensure  that  provinces  are  able  to 
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provide  the  essential  public  services. ..without  imposing  an  undue 
burden  of  provincial  taxation’.  The  adopted  version  reads  'Parliament 
and  the  Government  of  Canada  are  committed  to  the  principle  of 
making  equalization  payments  to  ensure  that  provincial  governments 
have  sufficient  revenues  to  provide  reasonably  comparable  levels  of 
public  services  at  reasonably  comparable  levels  of  taxation’.  Auld  and 
Eden  interpret  the  shift  in  wording  from  'essential  public  services’  and 
'undue  burden’  (which  they  associate  with  Rowell-Sirois)  to  the  more 
general  'reasonably  comparable’  levels  of  services  and  taxation  as 
evidence  of  a  greater  recognition  of  the  economic  approach.  They  do 
have  a  point  in  the  sense  that  the  economic  approach  would 
encompass  equalizing  all  NFBs  and  not  just  correcting  for  certain 
specified  services.  Moreover,  their  argument  also  points  to  the 
provisions  of  the  Constitution  Act,  1982  that  assert  the  proprietary 
right  of  the  provinces  with  respect  to  the  resource  sector.  In  short,  the 
new  provisions  could  be  interpreted  as  indicating  full  equalization  of 
nonresource  NFBs,  with  the  resource  revenues  equalized  in 
accordance  with  the  federal  marginal  tax  rate.  This  treatment  of 
resources  is  consistent  with  the  notion  of  narrow-based  horizontal 
equity. 

While  policy  officials  are  undoubtedly  far  more  aware  of  the 
efficiency  and  equity  arguments  for  equalization,  we  have  some 
difficulty  with  the  Auld  and  Eden  interpretation.  First  of  all,  the 
critical  difference  between  the  two  versions  of  the  constitutional 
provision  is  that  the  adopted  version  seems  to  ensure  that 
equalization  payments  will  be  made  to  provincial  governments, 
whereas  the  earlier  version  might  have  allowed  transfers  to  persons. 
Moreover,  the  adopted  version  appears  to  require  that  the  transfers 
come  from  the  federal  government.  The  elimination  of  both 
interpersonal  transfers  and  direct  transfers  from  high-NFB  provinces 
to  low-NFB  provinces  runs  counter  to  our  interpretation  of  the 
economic  rationale  for  equalization. 

Although  Auld  and  Eden  do  not  focus  on  the  RFPS  program,  one 
could  argue  that  the  notion  of  providing  for  'basic’  services  is  still  very 
much  part  of  the  equalization  rationale.  By  excluding  Alberta  from 
the  equalization  standard,  the  current  program  does  not  allow 
equalization  flows  to  be  affected  by  the  fact  that  this  province  might 
be  able  to  offer  services  in  'excess’  of  what  the  representative 
provinces  can  offer.  Moreover,  the  fact  that  under  the  new  formula 


129 


Equalization  payments 


resource  revenues  generate  almost  no  equalization  flows  (see  Part  VI 
below)  is  surely  inconsistent  with  the  efficiency  argument  for 
equalization,  since  it  is  precisely  these  revenues  that  account  for  the 
wide  variance  in  NFBs. 

In  general,  our  feeling  is  that  Canada’s  equalization  system  has  its 
roots  in  the  nationhood  and  federalist  notions  and  in  the  historical 
evolution  of  fiscal  arrangements,  rather  than  in  any  underlying 
economic  rationale.  But  this  distinction  may  be  partly  semantic,  since 
what  we  refer  to  as  nationhood  and  federalist  principles  some  of  our 
colleagues  might  prefer  to  view  as  fiscal  equity.  Yet  there  is  probably 
another  factor  now  in  play  with  respect  to  equalization.  Any  program 
that  has  been  in  place  for  twenty-five  years  is  likely  to  become  subject 
to  the  political  pressures  of  the  hour.  In  discussing  the  various 
equalization  programs  in  the  remainder  of  the  study,  we  shall 
evaluate  the  manner  in  which  they  square  with  the  theoretical 
rationales  for  equalization.  However,  in  assessing  Canada’s  new 
equalization  program,  the  RFPS,  we  shall  also  address  the  issue  of 
whether  equalization  is  just  another  program  that  can  be  and  has 
been  manipulated  in  order  to  ensure  that  the  overall  results  represent 
the  compromise  that  was  deemed  appropriate  to  the  situation.  In 
other  words,  is  the  particular  formula  decided  upon  at  any  given  point 
in  time  largely  a  reflection  of  the  results  that  are  desired  from  the 
program? 

The  next  part  of  the  study  is  devoted  to  the  RNAS  program, 
particularly  as  it  applied  in  fiscal  year  1981-82.  This  review  of  the 
workings  of  this  former  version  of  equalization  will  set  the  stage  for  a 
discussion  of  the  process  by  which  Canada  moved  from  the  RNAS  to 
the  RFPS.  However,  the  remaining  parts  of  the  study  are  designed  to 
be  relatively  self-contained,  so  the  reader  can,  if  he  wishes,  move 
directly  to  the  description  and  evaluation  of  the  new  RFPS  approach 
to  equalization  in  Part  VI. 

NOTES 

1  There  were,  of  course,  other  reasons  for  allocating  indirect  taxes  to  the  federal 
level — for  example,  to  preserve  an  internal  common  market. 

2  Although  conditional  grants  and  the  transfer  of  expenditure  functions  to  the  federal 
government  may  be  similar  from  a  vertical-balance  perspective,  they  might  well 
have  very  different  horizontal  impacts.  That  is,  the  incidence  of  the  benefits  across 
provinces  of  conditional  grants  may  differ  from  the  benefits  of  direct  federal 
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expenditures.  The  interrelation  between  vertical  and  horizontal  balance  will  be 
explored  further  in  the  following  paragraphs. 

3  For  an  elaboration  of  this  theme,  see  Courchene  (1983a).  See  also  Smiley  (1980). 

4  The  reader  will  note  that  this  quotation  and  parts  of  the  next  have  already  appeared 
in  the  previous  chapter.  This  repetition  is  necessary  in  order  to  make  the  various 
parts  of  the  study  relatively  self-contained. 

5  Much  of  the  analysis  draws  on  recent  literature,  principally  Boadway  and  Flatters 
(1982).  Other  papers  that  have  contributed  to  this  literature  include  Wilson,  Percy, 
and  Norrie  ( 1981 )  and  Eden  (1981 ). 

6  NFBs  should  also  include  any  differences  across  provinces  that  arise  from  the 
operations  of  the  federal  government.  For  purposes  of  the  analysis,  we  assume  that 
no  such  differences  exist. 

7  This  assumes  that  the  rents  are  not  capitalized.  The  implications  of  a  relaxation  of 
this  assumption  are  discussed  later  in  the  chapter. 

8  The  term  'differential  fiscal  residuals’  can,  for  our  purposes,  be  assumed  to  be 
identical  to  differential  NFBs. 

9  The  assumption  that  preferences  for  public  goods  are  identical  across  the  citizenry  is 
important  to  this  conclusion.  For  example,  if  the  demand  for  public  goods  rises  with 
income,  then  the  transfers  should  go  to  the  richer  provinces  on  efficiency  grounds.  See 
Flatters,  Henderson,  and  Mieszkowski  ( 1974). 

10  This  point  is  adopted  from  Auld  and  Eden  (1983 ). 

11  Interestingly  enough,  on  this  issue  Graham  parts  company  with  Boadway  and 
Flatters  and  others  who  recommend  net  schemes.  His  reasoning  is  along  national 
unity  lines.  This  is  hardly  surprising  since  the  national  unity  concern  is  embodied 
directly  in  his  definition  of  fiscal  equity.  See  Graham  (1980). 

12  This  section  is  based  on  Courchene  and  Melvin  ( 1980). 

13  This  distinction  between  a  once-and-for-all  allocation  of  property  rights  and  an 
ongoing  allocation  is  also  addressed  in  a  recent  article  by  Dales  (1983 ). 

14  Section  125  is  often  referred  to  as  the  provision  whereby  the  'Crown  cannot  tax  the 
Crown.’  The  actual  wording  of  section  125  is:  'No  Lands  or  Property  belonging  to 
Canada  or  any  Province  shall  be  liable  to  taxation.’ 

15  This  measure  is  not  without  its  difficulties.  See  Boadway  and  Flatters  (1982, 12). 

16  These  definitions  are  adopted  from  Boadway  and  Flatters  ( 1983, 107). 

17  Watson  (1983)  has  utilized  the  Winer-Gauthier  equations  to  estimate  the  efficiency 
gains  from  equalization.  He  finds  that  these  efficiency  gains  are  very  small.  With 
any  reasonable  figures  for  the  dead  weight  loss  of  collecting  taxes  to  finance  the 
equalization,  the  cost-benefit  ratios  are  vastly  in  excess  of  unity. 

18  See  the  comments  on  the  Norrie-Percy  paper  by  Flatters  and  Courchene  in  Purvis, 
ed.  (1984). 
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4 

RNAS  equalization:  description 


This  part  of  the  monograph  describes  and  evaluates  the 
Representative  National  Average  Standard  (RNAS)  approach  to 
equalization,  with  an  emphasis  on  the  program  as  it  operated  in  fiscal 
year  1981-82.  Chapter  4  begins  with  a  detailed  description  of  the 
workings  of  the  RNAS,  including  several  tables  relating  to 
equalization  in  1981-82.  The  chapter  also  provides  a  rather  extensive 
analysis  of  the  role  that  RNAS  equalization  played  in  the  fiscal 
positions  of  the  various  provinces.  In  effect,  this  section  asks  whether 
RNAS  equalization  fulfilled  its  stated  objective — to  ensure  all  pro¬ 
vinces  access  to  revenues  sufficient  to  deliver  reasonably  comparable 
levels  of  public  services  at  reasonably  comparable  tax  rates.  This 
exercise  is  followed  by  a  discussion  of  the  way  in  which  the  RNAS 
approach  squares  with  the  'fiscal  need’  concept  of  equalization. 

Chapter  5  focuses  in  more  detail  on  certain  characteristics  of  RNAS 
equalization.  The  emphasis  here  is  on  the  problems  associated  with 
the  RNAS  that  led  to  the  general  belief  that  some  alteration  was 
necessary  in  Canada’s  system  of  equalization  payments. 

While  the  RNAS  has  now  been  superseded  by  the  Representative 
Five-Province  Standard  (RFPS),  a  knowledge  of  the  former  program  is 
essential  to  understanding  the  rationale  underlying  its  replacement 
by  the  RFPS.  Moreover,  since  both  the  RNAS  and  the  RFPS  are 
'representative’  tax  systems,  much  of  the  analysis  of  the  features  of 
the  RNAS  also  applies  to  the  RFPS.  In  addition,  the  1981-82  RNAS 
equalization  flows  provide  an  appropriate  backdrop  for  evaluating  the 
RFPS  program.  Finally,  to  anticipate  the  later  sections  of  the  book, 
the  RFPS  formula  is  also  beset  with  considerable  problems.  In  my 
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view,  it  is  entirely  possible  that  some  version  of  the  RNAS  will  again 
be  a  serious  contender  for  equalization  when  the  fiscal  arrangements 
come  up  for  renegotiation  in  1987.  For  all  of  these  reasons,  Canada’s 
fifteen-year  experiment  with  RNAS  equalization  must  be  the  starting 
point  for  any  thorough  analysis  of  the  issues  and  the  process  that  led 
to  the  adoption  of  the  RFPS  as  the  basis  for  equalization  for  1982-87. 

THE  MECHANICS  OF  THE  RNAS  APPROACH 

The  rationale  for  the  RNAS  approach 

The  RNAS  approach  to  equalization  was  introduced  in  1967.  Under 
this  approach,  provinces  were  guaranteed  per  capita  revenues  equal  to 
the  national  (all-province)  average  for  certain  specified  revenue 
categories.  These  revenue  categories  were  to  be  'representative’  of  the 
taxing  practices  of  the  respective  provinces.  There  was,  of  course,  a 
rather  natural  evolutionary  process  associated  with  the  RNAS:  over 
the  years,  the  provinces’  taxing  practices  spread  into  new  areas  (e.g., 
lotteries),  and  as  these  new  tax  fields  came  to  be  'representative’  they 
were  incorporated  into  the  equalization  program. 

The  rationale  for  the  system  was  enunciated  at  its  inception  by  the 
then  finance  minister  Mitchell  Sharp: 

Where  circumstances — whether  natural  or  man-made — have 
channelled  a  larger-than-average  share  of  the  nation’s  wealth 
into  certain  sections  of  the  country,  there  should  be  a 
redistribution  of  wealth  so  that  all  provinces  are  able  to 
provide  to  their  citizens  a  reasonably  comparable  level  of  basic 
services  without  resorting  to  unduly  burdensome  levels  of 
taxation.  (Canada  1966,  15) 

The  reader  will  note  that  this  wording  is  very  similar  to  that  of  the 
new  constitutional  provision  regarding  equalization.  While  in  both 
cases  the  philosophy  is  clear  enough,  there  is  no  unique  way  of  making 
it  operational,  largely  because  there  has  been  no  explicit  attempt  to 
define  just  what  constitutes  a  'reasonably  comparable  level  of  basic 
services’  or  'unduly  burdensome  levels  of  taxation’.  Indeed,  as  we 
shall  see,  the  RNAS  equalization  program  essentially  evaded  this 
issue  by  equalizing  provincial  revenues  rather  than  by  focusing  on 
whether  basic  services  were  reasonably  comparable;  that  is,  it 
attempted  to  ensure  that  no  province  ended  up  with  less  than  the 
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national  average  level  of  per  capita  provincial  revenues.1  Sharp’s 
statement  also  referred  to  a  'redistribution  of  wealth’,  which  would 
presumably  imply  a  direct  transfer  of  funds  from  the  rich  to  the  poor 
provinces.  Yet  the  RNAS  scheme  involved  no  direct  transfers  between 
provincial  governments.  All  payments  were  made  from  Ottawa’s 
coffers.  Thus  the  program  did  not  incorporate  redistribution  of 
existing  tax  revenues.  Rather,  Ottawa  had  to  levy  additional  taxes  (or 
run  deficits)  to  finance  the  equalization  outlays.  Note  that  the  1982 
constitutional  provision  relating  to  equalization  makes  no  reference  to 
a  'redistribution’  of  wealth  or  revenue.  Indeed,  it  seems  to  imply  that 
equalization  payments  must  come  from  'Parliament’  or  the 
'Government  of  Canada’.  This  language  may  well  rule  out 
interprovincial  schemes  for  equalization,  in  spite  of  the  fact  that  many 
of  the  recent  theoretical  analyses  of  equalization  discussed  in  the 
previous  chapter  and  many  of  the  proposed  alternatives  to  the  RNAS 
have  embodied  direct  transfers  between  provinces. 

o 

The  RNAS  equalization  formula 

In  the  final  year  of  the  RNAS,  1981-82,  revenues  were  equalized  over 
30  revenue  sources.  (See  Table  4.1  of  this  chapter  for  a  list  of  these 
sources.)  The  first  step  in  calculating  equalization  payments  was  to 
define  a  uniform  tax  base  for  each  revenue  source.  Provinces  were 
assigned  this  uniform  base  even  if  they  did  not  utilize  it  for  tax 
purposes.  For  example,  Alberta  had  no  sales  tax,  but  for  purposes  of 
the  RNAS  equalization  formula  it  was  assigned  a  tax  base  calculated 
in  the  same  manner  as  those  for  the  remaining  provinces.  (The 
definition  of  the  tax  bases  for  the  RNAS  revenue  categories  are  not 
reproduced  in  this  study.  However,  those  for  the  RFPS  program  are 
included  in  the  appendix  to  Chapter  12  below.  Except  for  a  few 
categories  such  as  resource  revenues,  the  definitions  are  similar.) 

Given  these  tax  bases,  the  next  step  in  the  equalization  procedure 
was  to  calculate,  for  every  revenue  source,  each  province’s  share  of  the 
total  tax  base.  This  share  was  then  compared  with  the  province’s 
share  of  total  population.  A  'have-not’  or  'poor’  province  for  a  given 
revenue  source  was  defined  as  one  whose  share  of  population  exceeded 
its  share  of  the  tax  base.  This  percentage  difference  was  referred  to  as 
the  province’s  'fiscal  deficiency’.  Correspondingly,  a  'have’  or  'rich’ 
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province  was  one  whose  share  of  the  total  tax  base  exceeded  its  share 
of  population.  This  difference  was  termed  a  'fiscal  excess’. 

To  obtain  equalization  entitlements ,  the  fiscal  excesses  and 
deficiencies  for  each  revenue  source  were  multiplied  by  the 
corresponding  'revenues  eligible  for  equalization’,  which  were 
normally  identical  to  total  provincial  revenues  from  the  revenue 
source.  However,  in  fiscal  year  1981-82  only  50  per  cent  of  revenues 
from  nonrenewable  resources  (revenue  sources  16  through  22  and 
revenue  source  30)  were  eligible  for  equalization.3  Equalization 
entitlements  for  poor  provinces  (i.e.,  those  with  a  fiscal  deficiency) 
were  positive,  and  entitlements  for  rich  provinces  (those  with  a  fiscal 
excess)  were  negative. 

Each  province’s  entitlements  were  then  summed  over  the  30 
revenue  sources,  and  the  total,  if  positive,  equalled  the  province’s 
equalization  payment.  If  this  aggregated  total  was  negative,  the 
province  was  classified  overall  as  a  'rich’  or  a  'have’  province  and 
its  entitlement  was  set  equal  to  zero.  Note  that  this  meant  that  the 
RNAS  program  was  not  an  interprovincial  revenue-sharing  pool.  Rich 
provinces  did  not  contribute  money  directly  toward  the  funding  of  the 
program.  Instead,  payments  were  financed  out  of  Ottawa’s  general 


revenues. 


The  program  for  each  revenue  source  can  be  represented  in 
summary  form  as  follows  (the  algebraic  versions  of  this  formula  and 
later  formulas  are  relegated  to  the  notes):4 


Equalization  total  revenues  for  / 

entitlement  revenue  source  j  [  province  is 

for  province  i,  =  eligible  for  \  share  of  total 

for  source  j  equalization  \  population 


A 

province  i  s  \ 
share  of  total  j 
tax  base  for  l(4  jj 
source  j 


The  bracketed  term  relates  to  the  fiscal  excess  or  fiscal  deficiency.  If  it 
was  positive,  the  province  was  'poor’  and  had  a  fiscal  deficiency  for  this 
revenue  source.  A  negative  value  for  the  bracketed  expression  meant 
that  for  this  revenue  source  the  province  was  'rich’;  that  is,  it  had  a 
fiscal  excess.  Suppose,  for  example,  that  province  A  had  5  per  cent  of 
Canada’s  population  but  8  per  cent  of  the  tax  base.  Suppose  further 
that  province  B  had  10  per  cent  of  Canada’s  population  and  also  8  per 
cent  of  the  tax  base.  Finally,  assume  that  total  revenues  to  be 
equalized  amounted  to  $1  billion.  For  province  B,  a  'poor’  province, 
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the  equalization  entitlement  equalled  $20  million,  or  2  per  cent  of  $1 
billion: 

+  $20  million  =  $1  billion  (10% — 8%). 

Province  A  was  a  rich  province  with  respect  to  this  revenue  source, 
since  its  tax  base  share  exceeded  its  population  share.  Hence,  its 
equalization  entitlement  for  this  revenue  category  was  negative,  that 
is, 


-  $30  million  =  $1  billion  (5% — 8%). 

Note  that  this  example  relates  to  only  one  revenue  category.  If  the 
sum  of  the  entitlements  over  all  revenue  categories  for  province  A  was 
also  negative,  the  province’s  equalization  requirement  was  zero.  That 
is,  it  did  not  have  to  pay  its  negative  entitlement  into  the  fund. 

EQUALIZATION  IN  ACTION,  1981-82 

Tables  4.1  through  4.3  demonstrate  the  procedure  followed  by  the 
Department  of  Finance  to  arrive  at  its  March  1982  estimates  of 
equalization  payments  for  fiscal  year  1981-82.  Following  a  procedure 
that  continues  under  the  new  equalization  system,  the  Department 
made  seven  such  calculations  for  each  fiscal  year,  the  last  of  them  not 
until  two  years  after  the  fiscal  year  was  over.  Largely  because  more 
and  better  data  became  available  as  time  elapsed,  there  were  often 
substantial  variations  from  calculation  to  calculation.  For  example, 
in  the  first  calculation  for  1977-78  (31  December  1976),  Ontario  was  a 
'have’  province  with  an  overall  negative  entitlement  of  $470.9  million. 
By  the  time  of  the  seventh  and  final  calculation  (31  March  1980), 
Ontario  had  become  a  'have-not’  province  with  a  positive  entitlement 
of  $113.4  million  (Department  of  Finance  1981b,  Summary  Table  l). 
To  be  sure,  such  a  degree  of  volatility  across  estimates  was 
uncommon;  in  this  case,  the  variation  had  to  do  in  part  with  the 
changing  role  of  energy  royalties  in  the  program.5  Nonetheless,  the 
reader  should  bear  in  mind  that  the  numbers  that  follow  have  been 
revised  by  subsequent  calculations. 
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RNAS  equalization:  description 


Tax -base  shares 

Table  4.1  presents  data  on  tax-base  shares  by  province  and  by  revenue 
source.  Each  row  sums  to  100  per  cent,  apart  from  some  rounding 
error.  The  table  is  straightforward  and  detailed  analysis  of  the  tax- 
base  shares  is  left  to  the  reader.  However,  one  feature  should  be 
highlighted,  namely  the  western  provinces’  overwhelming  shares  of 
the  oil  and  gas  revenue  sources  (sources  16  through  21  and  30).  It  was 
this  geographical  concentration  of  the  energy  tax  base,  coupled  with 
rapidly  rising  energy  revenues,  that  led  to  many  of  the  problems  that 
came  to  be  associated  with  the  RNAS  equalization  program  (see 
Chapter  5).  Revenue  source  30,  the  ’shared  oil  export  charge’, 
deserves  special  mention:  Saskatchewan  had  70  per  cent  of  the  tax 
base  in  this  category  and  Alberta  the  remaining  30  per  cent,  whereas 
for  all  other  oil  bases  Alberta  had  a  much  larger  share  than  did 
Saskatchewan.  Revenue  source  30  relates  to  the  oil  export  tax  that 
Ottawa  levied  in  the  early  1970s.  As  part  of  the  National  Energy 
Program,  Ottawa  agreed  to  return  one-half  of  the  receipts  of  this  tax 
back  to  the  exporting  provinces.  Most  of  the  oil  exported  is  heavy  oil, 
and  most  of  Canada’s  heavy  oil  comes  from  Saskatchewan.  Fiscal 
1981-82  was  the  year  in  which  revenue  source  30  First  entered  the 
formula;  it  was  also  the  first  year  to  Find  Saskatchewan  in  the  ranks  of 
the  'have’  provinces  for  the  purposes bf  equalization. 

Fiscal  excesses  and  fiscal  deficiencies 

Table  4.2  contains  the  ingredients  for  the  calculation  of  equalization 
payments  for  Fiscal  year  1981-82.  Row  A  of  the  table  shows  the 
provincial  population  shares.  These  sum  to  100  per  cent,  since  the 
population  of  the  Yukon  and  the  Northwest  Territories  is  excluded 
from  the  calculations. 

The  main  body  of  data  in  Table  4.2  presents  the  fiscal  deFiciencies  or 
excesses  by  province  and  by  revenue  source.  Recall  that  these 
percentages  are  calculated  as  the  difference  between  a  province’s 
population  share  (row  A)  and  its  share  of  the  tax  base  in  question 
(Table  4.1).  Thus  for  1981-82  Newfoundland  had  a  fiscal  deFiciency  for 
personal  income  taxes  of  1.09  per  cent.  This  was  the  difference 
between  its  population  share  (i.e.,  2.35  per  cent)  and  its  tax-base  share 
for  personal  income  taxes  (i.e.,  1.26  per  cent  from  Table  4.1). 
Rounding  error  has  crept  into  some  of  these  Figures. 
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a  Department  of  Finance  ( 1982a,  5).  Figures  rounded  to  second  decimal  place. 

6  Ibid., 9. 

c  These  totals  refer  to  the  sums  of  the  entitlements  (positive  or  negative)  for  the  provinces  of  Newfoundland,  Prince  Edward  Island,  Nova  Scotia,  New  Brunswick,  Quebec,  and  Manitoba — i.e.,  the  'have-not’  provinces. 
d  Ibid.  Note  that  the  figures  for  revenue  sources  16-22  and  30  are  only  one-half  the  total  revenues  from  these  sources,  and  that  the  revenues  for  source  20  are  set  to  zero  because  this  category  had  been  phased  out. 
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No  province  was  'poor’  across  the  board,  although  several  came  very 
close.  Prince  Edward  Island  was  a  'have’  province  only  for  revenue 
source  9  (revenues  from  sales  of  spirits).  For  this  revenue  source  its 
share  of  the  tax  base  (i.e.,  its  share  of  the  volume  of  domestic  and 
imported  spirits  consumed  in  Canada)  exceeded  its  population  share, 
but  for  all  the  remaining  29  sources  the  reverse  was  true. 

It  is  instructive  in  terms  of  what  follows  to  focus  again  on  the  oil 
and  gas  revenues  (sources  16  through  21  and  30).  Most  provinces  had 
a  zero  tax  base  for  these  sources;  consequently  their  fiscal  deficiencies 
were  identical  to  their  population  shares.  Consider,  for  example,  the 
data  for  Quebec.  From  row  A,  Quebec’s  population  share  was  26.49 
per  cent.  And  so  was  its  fiscal  deficiency  for  each  and  every  fossil- 
energy  revenue  category.  In  other  words,  Quebec’s  equalization 
entitlement  for  these  sources  was  26.49  per  cent  of  all  the  revenues 
eligible  for  equalization.  Much  the  same  was  true  of  Ontario,  whose 
fiscal  deficiencies  for  the  oil  and  gas  categories  were  in  the 
neighbourhood  of  35  per  cent.  This  circumstance,  combined  with  the 
fact  that  revenues  from  these  sources  have  escalated  sharply,  is  the 
principal  reason  why  Ontario  has  found  itself  with  a  positive 
equalization  entitlement  from  fiscal  year  1977-78  onward. 

Alberta  represents  the  opposite  pole.  Consider  revenue  source  19 
(freehold  gas  revenues).  Alberta’s  fiscal  excess  was  87.20  per  cent, 
reflecting  the  fact  that  its  share  of  the  tax  base  was  96.40  per  cent  and 
its  population  share  9.20  per  cent. 

Revenues  to  be  equalized 

The  last  column  of  Table  4.2  presents  data  by  revenue  source  on  the 
revenues  eligible  for  equalization.  Except  for  categories  16  through 
22  and  30  (nonrenewable  resources),  the  revenues  entering  the 
formula  were  identical  to  total  provincial  revenues.  For  the 
nonrenewable  resources,  50  per  cent  of  total  provincial  revenues 
entered  the  formula.  Category  20  (the  sales  of  Crown  leases)  was  an 
exception.  By  1981-82  this  category  had  been  phased  out  of  the  RNAS 
equalization  formula;  consequently  the  eligible  revenues  are  set  to 
zero  in  the  table.  (Under  the  new  RFPS  formula  the  category  has  been 
reinstated  in  full.)  Since  category  20  generated  zero  equalization 
entitlements  for  1981-82,  it  could  have  been  deleted  for  presentation 
purposes.  However,  its  inclusion  does  highlight  the  fact  that  the 
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RNAS  program  was  undergoing  considerable  surgery  even  prior  to  the 
renegotiations. 

Equalization  entitlements 

Equalization  entitlements  for  1981-82  appear  in  Table  4.3. 
Entitlements  under  the  RNAS  formula  were  the  product  of  the  fiscal 
deficiencies  or  excesses  and  the  revenues  to  be  equalized.  Thus  the 
$167.4  million  figure  for  Newfoundland  for  personal  income  taxes 
(revenue  category  1)  was  the  product  of  Newfoundland’s  fiscal 
deficiency  for  this  category  from  Table  4.2  (1.09  per  cent)  and  the 
personal  income  tax  revenues  eligible  for  equalization  ($15,334 
million,  from  the  last  column  of  Table  4.2). 

The  sum  of  the  entitlements  for  each  province  appears  in  row  B  of 
Table  4.3.  At  the  entitlement  level,  the  program  was  symmetrical, 
that  is,  the  sum  of  the  negative  entitlements  (for  Saskatchewan, 
Alberta,  and  British  Columbia)  equalled  the  sum  of  the  positive 
entitlements  for  the  remaining  provinces.  This  symmetry  also  held 
across  each  revenue  source.  One  assessment  of  Alberta’s  overall  fiscal 
capacity  can  be  obtained  by  focusing  on  its  massive  negative 
entitlement — $3,651  billion.  And  obviously  this  figure  would  have 
been  much  larger  if  oil  and  gas  revenues  had  entered  the  formula  fully 
rather  than  to  the  extent  of  only  50  per  cent. 

Equalization  payments 

Equalization  payments  appear  in  row  C  of  Table  4.3.  As  noted  above, 
the  provinces  with  negative  entitlements  were  assigned  a  zero 
equalization  payment;  that  is,  they  did  not  contribute  any  money 
directly  toward  the  financing  of  the  program.  Ontario  was  excluded 
from  receiving  payments  in  1981-82  by  federal  legislation  that  came 
into  effect  in  early  1981.  The  legislation  deemed  ineligible  for 
equalization  payments  any  province  whose  personal  income  per  capita 
in  the  current  year  and  in  the  previous  two  exceeded  the  national 
average  level.  Effectively,  this  applied  only  to  Ontario  and  it  was  so 
intended.  For  the  remaining  provinces,  the  values  of  their 
equalization  payments  were  identical  to  their  entitlement  values,  as 
is  clear  from  a  comparison  of  rows  B  and  C. 

Total  equalization  payments  for  fiscal  year  1981-82  were  estimated 
to  be  $4. 160  billion.  Quebec’s  share  was  $2,306  billion,  or  55  per  cent 
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of  total  equalization  flows.  But  this  comparison  is  somewhat 
misleading,  since  it  is  not  standardized  by  the  provinces’  populations. 
Row  D  of  Table  4.3  presents  equalization  payments  in  terms  of  dollars 
per  capita.  Quebec  received  $359  per  person,  while  equalization 
payments  to  Newfoundland  and  Prince  Edward  Island  amounted  to 
$758  and  $843  per  person,  respectively. 

Saskatchewan’s  position  merits  some  comment.  Its  overall 
entitlement  was  negative  by  some  $94  million.  Hence,  it  fell  in  the 
category  of  a  'have’  province  and  received  no  equalization.  However, 
its  status  of  a  'rich’  province  for  purposes  of  the  formula  for  1981-82 
related  to  the  introduction  in  this  fiscal  year  of  revenue  source  30  (the 
shared  oil  export  charge).  With  70  per  cent  of  the  tax  base  for  this 
category  (Table  4.1),  generating  a  fiscal  excess  of  66.01  per  cent  (Table 
4.2),  Saskatchewan  received  a  negative  equalization  entitlement  of 
just  under  $150  million  (Table  4.3).  In  the  absence  of  this  new 
revenue  source,  Saskatchewan  would  have  been  a  recipient 
province— the  position  it  normally  held. 

The  second-last  column  of  figures  in  Table  4.3  focuses  on  the 
aggregate  entitlements  by  revenue  source  for  the  six  'have-not’  or 
recipient  provinces.  The  column  sum  of  these  figures  also  equals  total 
equalization  payments.  Note  that  the  largest  contribution  to  total 
equalization  arose  from  category  1,  personal  income  taxes — over  $1 
billion.  However,  the  sum  of  the  oil  and  gas  categories  was  even 
larger  than  this.  It  is  intriguing  to  note  that  not  all  revenue 
categories  led  to  increases  in  equalization.  Indeed,  four  entries  in  this 
second-last  column  have  negative  signs.  Consider  revenue  categories 
4  and  11 — revenues  from  tobacco  taxes  and  sales  of  beer,  respectively. 
The  tax  bases  for  these  categories  were  the  volumes  of  tobacco  and 
beer  sold  per  capita.  On  average,  the  six  'have-not’  provinces  had  per 
capita  tax  bases  for  these  products  that  exceeded  the  national  average 
levels;  that  is,  on  average  they  were  'rich’  provinces  for  these 
categories.  Hence,  their  aggregate  entitlements  were  negative,  and, 
overall,  equalization  payments  fell  as  a  result. 

The  same  result  followed  with  respect  to  revenue  source  23,  water 
power  rentals.  The  equalization-receiving  provinces  of 
Newfoundland,  Quebec,  and  Manitoba  all  had  fiscal  excesses  in  this 
category  (Table  4.2)  and,  therefore,  negative  entitlements.  Thus  if 
water  power  revenues  had  been  omitted  from  the  program,  overall 
equalization  payments  would  have  increased,  although  the  payments 
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to  some  provinces  would  have  fallen.  Complicated  interactions  of  this 
sort  are  bound  to  arise  in  the  context  of  any  approach  to  equalization 
that  calculates  entitlements  over  numerous  revenue  categories,  and 
they  are  no  less  characteristic  of  the  RFPS  system  than  they  were  of 
the  RNAS  scheme.  The  point  will  be  discussed  in  detail  later,  but  it 
should  be  noted  here  that  the  definition  under  both  schemes  of  the  tax 
base  for  water  power  rentals — kilowatts  of  power  produced  in  the 
province — has  generated  substantial  controversy  because  of  its  effect 
on  Newfoundland’s  equalization  entitlements. 

Equalization  payments  per  dollar  of  revenues 

The  number  of  cents  of  equalization  that  arose  in  1981-82  from  each 
dollar  of  revenue  eligible  for  equalization  is  given  for  each  revenue 
category  in  the  last  column  of  Table  4.3.  These  figures  were  derived 
by  dividing  equalization  flows  for  the  receiving  provinces  (the  'totals’ 
column  of  Table  4.3)  by  the  revenues  to  be  equalized  (the  last  column 
of  Table  4.2).  Even  though  personal  income  taxes  accounted  for  the 
largest  single  equalization  flow,  they  generated  only  7.5  cents  in 
equalization  for  each  dollar  of  personal  income  tax  revenues  that 
entered  the  formula,  while  business  income  revenues  yielded  11.1 
cents.  This  difference  implies  that  the  equalization-receiving 
provinces  as  a  group  had  proportionally  less  of  the  aggregate  tax  base 
for  business  income  revenues  than  they  did  of  the  aggregate  base  for 
personal  income  taxes.  Of  particular  interest  are  the  figures  for  the 
energy  revenues,  which  range  between  37  cents  per  dollar  equalized 
for  freehold  oil  revenues  (source  17)  and  40  cents  for  freehold  gas  and 
shared  oil  export  revenues  (sources  19  and  30,  respectively).  Thus, 
even  though  only  one-half  of  the  energy  revenue  was  eligible  to  enter 
the  formula,  Ottawa’s  cost  in  terms  of  equalization  expenditures  was 
much  higher  for  each  dollar  of  provincial  energy  revenue  collected 
than  it  was  for  each  dollar  from  more  traditional  sources  such  as  sales 
taxes,  personal  income  taxes,  and  even  corporate  taxes,  which  are  the 
key  component  of  business  income  revenues. 

It  is  worthwhile  delving  somewhat  further  into  the  workings  of  the 
equalization  program  with  respect  to  revenue  categories  19  and  30. 
From  Table  4.1  it  is  apparent  that  none  of  the  six  recipient  provinces 
had  a  significant  tax  base  for  these  categories.  Hence,  they  were 
eligible  to  receive  their  population  shares  of  any  revenues  to  be 
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equalized  (i.e.,  their  fiscal  deficiencies  were  identical  to  their 
population  shares).  The  sum  of  the  population  shares  of  these  six 
provinces  was  40  per  cent  (row  A  of  Table  4.2),  which,  not 
surprisingly,  was  exactly  the  percentage  of  each  dollar  equalized  for 
categories  19  and  30  that  ended  up  as  an  equalization  flow.  Thus, 
payments  arising  from  these  sources  were  in  effect  ‘ demogrants ’  or  per 
capita  payments . 

Ontario  too  was  without  a  significant  tax  base  in  any  of  the 
nonrenewable  energy  categories.  Had  the  province  been  eligible  to 
receive  equalization  payments,  the  cost  per  dollar  of  nonrenewable 
energy  resource  revenues  equalized  would  have  jumped  to  75.5  cents 
(i.e.,  the  40  per  cent  population  share  of  the  other  six  recipient 
provinces  plus  Ontario’s  population  share,  35.5  per  cent).  Small 
wonder,  then,  that  Ottawa  revoked  Ontario’s  right  to  be  a  recipient 
province. 

The  resource  ceiling 

Under  a  provision  of  the  1977  Fiscal  Arrangements  Act,  revenues 
arising  from  resources — renewable  as  well  as  nonrenewable — could 
account  for  no  more  than  one-third  of  total  equalization  payments. 
This  provision  was  referred  to  as  the  'resource  cap’  or  the  'resource 
ceiling’.  It  applied  to  revenue  categories  15  through  23  and  30. 

While  there  was  no  unique  way  of  deciding  just  what  proportion  of 
total  RNAS  equalization  flows  were  attributable  to  the  resource 
categories,  the  manner  in  which  the  resource  cap  provision  was 
implemented  did  have  some  intuitive  appeal.  The  equalization 
entitlements  for  the  seven  ’traditional’  recipient  provinces  (including 
Saskatchewan,  a  recipient  province  when  the  provision  was 
introduced)  for  revenue  sources  15  through  23  and  30  were 
aggregated.  This  sum  was  expressed  as  a  percentage  of  total 
equalization.  If  the  resulting  ratio  were  less  than  one-third,  nothing 
would  change.  If  it  exceeded  one-third,  then  the  revenues  eligible  for 
equalization  for  these  categories  would  be  scaled  back  porportionately 
until  the  ratio  fell  to  one-third.  The  ratio  for  fiscal  year  1981-82  was 
considerably  below  one-third,  so  the  resource  cap  was  not  binding. 
However,  it  was  close  to  being  binding  in  some  previous  years,  and 
indeed  it  was  binding  in  some  of  the  preliminary  estimates  of 
equalization  flows  for  these  years.  Some  observers  argue  that 
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resource  category  20  (revenues  from  sales  of  crown  leases)  was  phased 
out  of  the  program  partly  in  order  to  ensure  that  the  resource  cap 
would  not  become  a  constraint  on  the  program. 

There  were  several  anomalies  associated  with  the  manner  in  which 
the  ceiling  provision  was  applied.  For  example,  even  though 
Saskatchewan  had  become  a  'have’  province,  it  was  still  included  in 
the  calculation  for  purposes  of  assessing  whether  the  ceiling  was 
binding.  And  since  Saskatchewan’s  entitlements  under  the  resource 
categories  were  negative  (see  Table  4.3),  its  inclusion  in  the 
calculations  meant  that  a  greater  amount  of  resource  revenues  could 
enter  the  formula  before  the  ceiling  became  binding.  A  second 
potential  problem  was  the  following.  Suppose  that  in  a  given  year  the 
ceiling  had  been  exactly  binding.  Suppose  further  that  Alberta  had 
reduced,  say,  its  corporate  tax  rate,  thereby  reducing  the  revenues 
eligible  for  equalization  for  revenue  category  2.  This  in  turn  would 
have  reduced  the  equalization  flow  from  business  income  tax  and  thus 
reduced  total  equalization.  Therefore  it  would  have  been  necessary  to 
scale  back  resource  revenues  to  satisfy  the  ceiling.  Thus  equalization 
would  have  been  reduced  on  two  counts.  The  opposite  result  would 
have  followed  from  an  increase  in  personal  income  tax  revenues  in  a 
situation  in  which  the  ceiling  was  binding  overall.  Equalization 
would  have  gone  up,  and  for  each  dollar  that  it  increased  it  would  have 
been  possible  to  add  50  cents  of  equalization  flows  from  the  resource 
categories.  In  this  case,  equalization  would  have  gone  up  on  two 
counts. 

Of  course,  all  of  this  is  rather  academic  as  far  as  Fiscal  1981-82  is 
concerned,  since  on  the  basis  of  current  estimates  the  resource  ceiling 
was  not  binding  in  that  year.  It  is  also  academic  in  the  sense  that  the 
new  RFPS  formula  does  not  include  a  resource  cap.  However,  the 
RFPS  formula  does  contain  a  provision  whereby  equalization  in  total 
cannot  exceed  the  growth  of  GNP,  so  clearly  there  is  still  a 
determination  to  ensure  that  the  program  does  not  mushroom. 

This  completes  our  brief  overview  of  the  workings  of  the  RNAS 
equalization  formula  for  1981-82.  However,  before  we  proceed  to  the 
analysis  of  the  RNAS  version  of  equalization,  it  is  important  to 
recognize  that  there  is  an  alternative  to  the  description  of  the 
equalization  procedure  given  in  this  section. 
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AN  ALTERNATIVE  VIEW  OF  EQUALIZATION: 

THE  NATIONAL  AVERAGE  YIELD  APPROACH 

Over  the  years,  the  formulation  of  the  RNAS  equalization  program 
dealt  with  in  the  previous  section  gradually  became  the  generally 
accepted  way  of  describing  the  program.  For  convenience,  I  refer  to 
this  as  the  'shares’  interpretation  to  the  RNAS,  based  as  it  is  on  a 
comparison  of  population  and  tax-base  shares.  However,  in  the  early 
stages  of  the  RNAS  approach  the  emphasis  was  on  what  might  be 
called  the  'national  average  yield’  interpretation.  To  see  this,  consider 
the  following  quote  from  the  1966  address  of  Finance  Minister 
Mitchell  Sharp  to  the  Federal-Provincial  Tax-Structure  Committee, 
in  which  he  introduced  the  new  program  to  Canadians: 

The  formula  being  proposed. ..would  provide  that  any  province 
in  which  average  provincial  tax  rates  (not  its  own  tax  rate) 
would  yield  less  revenue  per  capita  than  the  yield  in  Canada 
as  a  whole  would  be  entitled  to  an  equalization  payment.  The 
payments  would  be  arrived  at  in  this  way.  We  would 
determine  what  it  is  that  the  provinces  generally  tax— in 
technical  terms  the  tax  base  for  each  revenue  source — and  the 
average  level  of  the  rates  or  levies  which  the  provinces 
generally  impose.  Then  we  would  apply  this  average  tax  level 
to  the  [uniformly  defined]  tax  base  in  each  pro vince... to  find 
out  whether  the  per  capita  yield  in  that  province  is  below  the 
national  average.  If  the  total  yield  of  all  provincial  revenues, 
calculated  in  this  way,  were  to  yield  less  than  the  national 
average  in  any  province  the  Federal  Government  would  make 
up  the  difference  in  equalization  payments.  (Sharp  1966,  16)7 

While  this  statement  is  reasonably  clear,  it  is  useful  to  restate  it  in 
more  formal  terms.  For  each  of  the  30  revenue  sources,  a  given 
province’s  equalization  entitlement  in  per  capita  terms  can  be 

Q 

expressed  as  follows 

national  average  (  national  average  province  is  tax\ 

tax  rate  for  I  tax  base  per  -  base  per  capita  1  (4.2) 

source  j  \  capita  for  source  j  for  source j  J. 

Under  this  formulation,  a  poor  province  is  one  for  which  the  per 
capita  national  average  tax  base  for  the  revenue  source  in  question 


Equalization 
per  capita 
for  source  j 
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exceeds  the  province’s  own  per  capita  tax  base.  This  differential  can 
also  be  referred  to  as  the  fiscal  deficiency.  Likewise,  a  rich  province 
will  have  a  fiscal  excess;  that  is,  its  own  per  capita  tax  base  will  be 
larger  than  the  per  capita  national  average  tax  base,  so  that  the 
bracketed  term  in  equation  4.2  will  be  negative. 

To  make  the  formulation  even  more  clear,  it  is  useful  to  expand 
equation  4.2  (where  the  equation  would  apply  for  each  revenue  source 

j). 


Equalization 

per 

capita 


national 
average 
tax  rate 


l\ 


national 
average  \ 
X  per  capita  I 
tax  base  I 


national 
average 
tax  rate 


X 


province’s\ 
per  capita  I 
tax  base  J . 


(4.3) 


In  turn,  this  can  be  interpreted  as 


Equalization 

per 

capita 


Per  capita  revenues 
obtained  by  applying 
national  average  tax 
rate  to  national 
average  tax  base 


Per  capita  revenues 
obtained  by  applying 
national  average  tax  (4.4) 
rate  to  the  province’s 
own  tax  base  . 


Thus,  a  province  is  entitled  to  equalization  if  the  national  average  tax 
rate  yields  more  revenue  per  capita  when  applied  to  the  national 
average  tax  base  than  it  does  when  applied  to  the  province’s  own  tax 
base.  As  in  the  previous  formulation,  this  calculation  is  done  for  each 
province  and  each  revenue  source.  The  resulting  equalization 
entitlements  are  aggregated  and  the  overall  sum,  if  positive, 
represents  the  per  capita  equalization.  If  the  resulting  aggregate  is 
negative,  the  province  is,  overall,  a  'rich’  province  and  the 
equalization  payment  is  set  to  zero. 

It  is  critical  to  note  that  these  two  formulations  (equations  4.1  and 
4.2)  are  not  merely  similar;  they  are  identical.  The  formal  proof  of  this 
proposition  is  relegated  to  a  note.9 

One  could  restate  the  entire  RNAS  calculation  procedure  in  terms 
of  the  'national  average  yield’  formulation,  but  since  it  and  the  'shares’ 
formulation  yield  identical  results  little  would  be  accomplished.  The 
'national  average  yield’  alternative  is  valuable  principally  as  a  tool  for 
interpreting  the  RFPS  equalization  program,  and  indeed  most  of  the 
analysis  of  the  RFPS  program  will  be  conducted  in  terms  of  this 
approach. 
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It  is  useful  to  compare  the  intuitive  underpinnings  of  these 
alternative  approaches.  Under  the  'shares’  approach  (and  assuming 
that  the  provinces  have  identical  tax  rates),  each  province  is 
guaranteed  a  level  of  total  revenue  from  each  revenue  source  (its  own 
revenue  plus  equalization)  equal  to  its  share  of  the  population  times 
total  provincial  revenues.  Under  the  'national  average  yield’ 
approach  (and  again  assuming  that  provinces  have  identical  tax 
rates),  for  each  revenue  source  a  province  is  guaranteed  total  revenues 
per  capita  equal  to  what  it  would  get  from  applying  national  average 
tax  rates  to  the  national  average  base.  Thus,  at  this  intuitive  level  it 
is  readily  apparent  that  the  approaches  are  identical.  Note  that  if  a 
'have-not’  province  has  a  tax  rate  for  a  given  revenue  source  that  is 
higher  than  the  all-province  average  it  will  receive  an  amount  of  total 
revenue  (own-source  revenue  plus  equalization)  that  is  larger  than  the 
national  average.  And  vice  versa  if  the  province  has  a  tax  rate  lower 
than  the  average. 

EQUALIZATION  AND  PROVINCIAL  REVENUES 

Equalization  as  a  percentage  of  own-source  revenues 

How  well  did  the  RNAS  equalization  program  work?  In  particular,  to 
what  extent  did  the  program  achieve  the  declared  goal  of 
equalization — namely  the  provision  of  reasonably  comparable  levels 
of  public  services  across  provinces  without  resort  to  unduly  high 
provincial  tax  rates?  Since,  as  noted  above,  there  are  no  generally 
accepted  quantitative  measures  of  the  terms  of  this  goal,  the  following 
analysis  must  be  somewhat  subjective.  I  shall  begin  by  focusing  on 
data  for  one  year,  leaving  until  the  next  section  the  task  of  addressing 
the  issue  in  a  broader  context. 

Row  1  of  Table  4.4  expresses  equalization  payments  as  percentages 
of  provincial  own-source  revenues  in  fiscal  year  1980-81. 10  Own- 
source  revenues  exclude  both  the  equalization  payments  themselves 
and  other  federal  transfers,  such  as  the  Canada  Assistance  Plan  flows 
and  those  associated  with  the  established  programs  (hospital 
insurance,  medicare,  and  post-secondary  education). 

Although  equalization  payments  in  1980-81  represented  only  8.1 
per  cent  of  provincial  own-source  revenues,  they  were  of  overwhelm- 
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ing  importance  to  the  financial  well-being  of  several  provinces.  For 
the  Atlantic  Provinces  as  a  whole,  for  example,  they  equalled  more 
than  50  per  cent  of  own-source  revenues,  ranging  from  48.7  per  cent 
for  New  Brunswick  to  65.1  per  cent  for  Prince  Edward  Island. 
Although  Quebec  received  approximately  one-half  of  the  dollar  value 
of  equalization  payments,  these  flows  were  equal  to  less  than  20  per 
cent  of  the  province’s  own-source  revenues. 11 

Equalization  in  relation  to  other  federal  transfers 

Just  as  equalization  payments  were  not  a  particularly  large  item  in 
overall  provincial  finances  in  fiscal  year  1980-81,  neither  were  they  a 
dominant  element  ir.  overall  federal  transfers  to  provinces.  The  major 
transfers  apart  from  equalization  payments  are  the  monies  for  the 
established  programs  and  the  payments  under  the  Canada  Assistance 
Plan.  Equalization  payments  accounted  for  20  per  cent  of  total  federal 
transfers  in  1980-81. 

Rows  2,  3,  and  4  of  Table  4.4  attempt  to  put  into  perspective  the  role 
of  equalization  in  the  overall  finances  of  the  provincial  governments. 
Row  2  of  Table  4.4  presents  own-source  revenues  per  capita.  Not 
surprisingly,  provincial  revenue  disparity  is  very  apparent.  The  per 
capita  own-source  funds  available  to  Alberta  in  1980-81  were  nearly 
four  times  those  available  to  Prince  Edward  Island,  Nova  Scotia,  and 
New  Brunswick.  Own-source  revenues  depend  on  more  than  simply 
how  'wealthy’  a  province  is.  For  example,  the  fact  that  Quebec  has 
access  to  greater  per  capita  revenues  than  Ontario  depends  in  large 
measure  on  the  fact  that  tax  rates  are  higher  in  Quebec.  Even 
Alberta’s  $3,900  per  capita  in  1980-81  does  not  fully  reflect  this 
province’s  access  to  revenues,  since  its  tax  rates  on  sources  such  as 
personal  income  are  the  lowest  in  Canada.  Moreover,  Alberta  has  no 
sales  tax.  The  average  yield  in  1980-81  for  sales  taxes  in  the  other 
provinces  exceeded  $325  per  capita,  and  Alberta’s  per  capita  sales  tax 
base  was  larger  than  the  national  average  base.  Thus  if  Alberta  had 
levied  sales  taxes  at  national  average  rates  in  1980-81  its  total  per 
capita  own-source  revenues  would  have  been  more  than  $325  higher. 
More  important  still,  the  figures  in  the  table  exclude  the  interest 
income  of  provincial  governments.  In  1980-81  Alberta  had  assets  in 
the  neighbourhood  of  $10  billion  in  its  Heritage  Fund;  a  10  per  cent 
return  on  these  assets  would  add  another  $500  per  capita  to  the 
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Alberta  data.  More  detail  on  variations  in  tax  rates  across  provinces, 
or  measures  of  'tax  effort’,  will  be  presented  in  connection  with 
Table  4.7  below. 

Row  3  adds  all  federal  transfers  apart  from  equalization  payments 
to  own-province  revenues.  These  transfers  were  pretty  much  equal 
across  provinces — somewhere  in  the  $500-$650  per  capita  range.  I 
argued  earlier  that  some  portion  of  these  other  transfers  may  be 
viewed  as  equalization  payments  of  a  sort.  After  all,  an  alternative  to 
providing  provinces  with  revenues  sufficient  to  discharge  their 
spending  responsibilities  is  to  have  the  federal  government  provide 
expenditure-specific  transfers.  Since  the  established  programs 
transfers  are  effectively  on  an  equal-per-capita  basis,  they  do  embody 
an  element  of  implicit  equalization.  However,  my  focus  for  the 
present  is  on  the  formal  equalization  program.  Row  4  of  Table  4.4 
adds  equalization  to  the  numbers  in  row  3  to  arrive  at  the  total  or 
gross  provincial  revenues  for  the  provinces.  The  figures  for  British 
Columbia,  Alberta,  and  Ontario  do  not  change  from  row  3  to  row  4: 
Alberta  and  British  Columbia  were  the  only  'have’  provinces  in  terms 
of  the  equalization  program  in  1980-81,  and  Ontario  was  excluded 
from  equalization  by  the  'personal  income  override’  provision  referred 
to  earlier. 

What  do  the  overall  revenues  in  row  4  tell  us  about  the  performance 
of  the  RNAS  equalization  program?  In  terms  of  ensuring  that  the 
rhave -not'  provinces  have  access  to  revenues  comparable  to  the  revenues 
of  the  rhave'  provinces  the  program  may  well  be  judged  a  success, 
particularly  if  Alberta  is  excluded  from  the  calculations.  Excluding 
Alberta,  the  all-province  per  capita  average  revenue  in  1980-81  was 
$2,256.  Four  of  the  'have-not’  provinces  (Newfoundland,  Prince 
Edward  Island,  Quebec,  and  Saskatchewan)  had  per  capita  revenues 
in  excess  of  this  amount  and  the  remaining  three  were  within  $100  of 
the  average. 

A  second  observation  relates  to  Ontario.  It  has  by  far  the  lowest 
dollar -per -capita  figure  in  row  4,  nearly  $500  below  the  national 
average.  The  next  section  will  show  that  Ontario’s  shortfall  cannot  be 
attributed  to  a  lower  tax  effort  on  the  part  of  this  province:  indeed,  as 
we  shall  see,  its  tax  effort  is  exactly  at  the  national  average  level. 
Therefore,  while  Ontario  may  be  viewed  as  a  rich  province  for  some 
purposes,  it  is  not  a  rich  province  when  it  comes  to  access  to  provincial 
revenues.  This  is,  of  course,  why  it  qualified  for  equalization  payments 
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for  each  and  every  year  from  1977  to  1982.  And  this  is  also  why  the 
arbitrary  exclusion  of  Ontario  (by  means  of  the  personal  income 
override)  came  to  be  viewed  as  a  serious  defect  of  the  RNAS 
equalization  program. 

Finally,  it  is  obvious  from  the  results  in  row  4  that  Alberta’s 
revenue  position  within  the  federation  is  nothing  short  of  staggering. 
Even  with  the  National  Energy  Program  in  place,  Alberta’s  revenues 
will  continue  to  escalate  as  domestic  energy  prices  rise.  Not 
surprisingly,  this  situation  focuses  attention  on  the  role  that  energy 
revenues  play  in  the  equalization  formula — an  issue  that  will  be  cen¬ 
tral  to  much  of  the  remainder  of  the  monograph. 

EQUALIZATION  AND  HORIZONTAL  FISCAL  BALANCE: 

THE  LAST  DECADE 

Table  4.5  presents  data  on  the  provincial  shares  of  various  definitions 
of  comprehensive  tax  revenues  for  three  selected  years  over  the  last 
decade.  Table  4.6  converts  these  figures  into  indices  pegged  to  an  all¬ 
province  average  of  100.  Essentially,  the  index  for  a  province  whose 
share  of  a  tax  base  exceeds  its  population  share  is  greater  than  100 
and  vice  versa.  As  a  link  between  the  two  tables,  the  last  row  of  Table 
4.5  reproduces  the  1981-82  population  shares  from  Table  4.2.  Since 
these  shares  change  rather  slowly,  the  1981-82  figures  will  also  serve 
as  rough  estimates  for  fiscal  years  1972-73  and  1976-77. 

The  methodology  underlying  these  tables  is  rather  well  accepted  in 
equalization  circles  and  has  an  intuitive  appeal.  Basically,  the 
measures  used  here  focus  on  what  is  known  as  'fiscal  capacity’.  A 
province’s  fiscal  capacity  is  its  potential  revenue,  which  it  may  or  may 
not  realize  in  full.  However,  the  methodology  may  be  sufficiently 
unfamiliar  to  some  readers  to  make  further  elaboration  in  order. 
Consider  the  first  tax  base  in  Table  4.5,  namely  own-source  revenues. 
Tax  bases  are  defined  on  a  common  basis  for  each  province  for  each 
revenue  category.  To  each  province’s  tax  base  for  each  revenue 
category  is  applied  the  all-province  average  tax  rate  (i.e.,  not  the 
province’s  own  tax  rate).  The  revenues  from  all  categories  are  then 
aggregated  for  each  province  to  give  total  own-source  revenues 
available  to  a  given  province  were  it  to  apply  national  average  tax 
rates  to  its  shares  of  the  uniform  tax  bases.  From  these  data  one  can 
work  backwards,  as  it  were,  to  derive  each  province’s  comprehensive 
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TABLE  4.5 

Shares  of  comprehensive  tax  base,  selected  fiscal  years  (per  cent) 
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tax  base  for  own-source  revenues.  These  tax  bases  appear  in  Table 
4.5.  The  provincial  indices  for  these  tax  bases,  given  in  Table  4.6,  are 
derived  by  setting  the  all-province  average  tax  base  at  100  and 
multiplying  by  100  the  ratio  of  each  province’s  per  capita  level  to  the 

1  o 

national  average  per  capita  level.  Note  that  if  a  province  sets  tax 
rates  in  excess  of  the  national  average  tax  rates,  its  actual  revenues 
exceed  its  ’fiscal  capacity’  revenues,  as  defined  here.  This  difference 
allows  one  to  calculate  indices  of 'tax  effort’,  which  will  be  highlighted 
in  Table  4.7. 

The  calculation  procedure  is  similar  for  the  other  revenue  bases  in 
Tables  4.5  and  4.6.  For  example,  consider  the  second  tax  base,  own- 
source  revenues  plus  equalization.  One  adds  to  each  province’s 
revenues  at  national  average  tax  rates  the  amounts  of  equalization 
received.  This  is  expressed  as  a  percentage  of  the  sum  of  total 
revenues  for  all  provinces  (at  national  average  tax  rates)  plus 
equalization.  In  terms  of  note  12  (q.u.),  this  redefines  the  variable 
(%P — %B ).  Subtracting  this  from  %P  yields  the  province’s  share  of 
this  comprehensive  tax  base  (Table  4.5),  and  comparing  it  with  the 
province’s  population  generates  the  index  of  fiscal  capacity  (Table 
4.6). 

In  order  to  draw  meaningful  conclusions  from  the  temporal  data  in 
Tables  4.5  and  4.6,  one  must  have  consistent  definitions  over  time  for 
such  things  as  own-source  tax  revenues  and  the  equalization  program. 
Accordingly,  the  tables  assume  that  own-source  tax  revenues  are 
defined  to  include:  (a)  the  30  revenue  sources  listed  in  Tables  4.1  and 
4.2;  (b)  the  revenue  sources  introduced  in  the  1982  equalization 
formula  (essentially  this  amounts  to  including  all  property  taxes  as 
well  as  miscellaneous  local  revenues);  and  (c)  the  nonrenewable 
resource  revenues  in  their  entirety  (not  just  50  per  cent  as  in  the 
RNAS  equalization  formula).  While  virtually  any  consistent 
definition  would  suffice,  the  one  underlying  these  tables  is 
particularly  useful  since  it  is  identical  with  the  definition  of  revenues 
for  the  present  equalization  formula  and,  therefore,  will  prove 
valuable  for  the  analysis  of  that  formula  later  in  the  study. 

Now  to  a  brief  analysis  of  the  tables.  Alberta’s  share  of  own-source 
revenues  rose  dramatically  between  1972-73  and  1981-82 — from 
10.18  per  cent  to  20.01  per  cent  (Table  4.5).  Its  index  of  fiscal  capacity 
rose  from  134  in  1972-73  to  217  in  1981-82.  Naturally,  the  driving 
force  behind  these  increases  was  Alberta’s  abundance  of  energy- 
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related  revenues.  But  Alberta  s  share  of  nonenergy  revenues  also 
increased  dramatically .  The  province’s  share  of  the  base  for  'own- 
source  revenues  less  natural  resources’  rose  from  8.45  per  cent  in 
1972-73  to  10.23  per  cent  in  1976-77  and  to  12.85  per  cent  in  1981-82. 
Alberta’s  fiscal  capacity  index  for  this  revenue  base  went  from  111  in 
1972-73  to  139  in  1981-82.  In  other  words,  Alberta’s  fiscal  capacity 
excess  is  not  limited  to  natural  resource  revenues  per  se,  although 
certainly  the  fact  that  its  fiscal  capacity  for  other  revenues  is  so  much 
above  the  national  average  level  has  a  lot  to  do  with  the  resource 
boom.  For  example,  while  corporation  income  tax  revenue  is  not 
classified  as  resource  revenue,  much  of  Alberta’s  corporate  revenue  is 
resource  related. 

Corresponding  to  the  improvement  in  Alberta’s  relative  position, 
and  in  that  of  British  Columbia  and  Saskatchewan  as  well,  was  a 
relative  decline  for  the  remainder  of  the  provinces.  Thus,  Ontario’s 
own-source  fiscal  capacity  index  deteriorated  from  110  in  1972-73  to 
94  in  1981-82.  This  deterioration  is  apparent  even  in  the  nonenergy 
component  of  own-source  revenues:  in  1981-82  Ontario  was  just  above 
the  national  average  with  a  fiscal  capacity  index  of  104,  compared 
with  an  index  of  115  in  1972-73. 13 

The  role  of  equalization  in  ameliorating  fiscal  capacity  imbalance 

The  second  and  third  sections  of  Tables  4.5  and  4.6  indicate  the  degree 
to  which  equalization  and  federal  transfers  generally  redressed  the 
disparities  in  provincial  fiscal  capacities.  The  following  points  merit 
attention. 

—  Equalization  brought  up  the  fiscal  capacities  of  the  poorer  provinces 
substantially.  Nevertheless,  their  position  deteriorated  somewhat 
over  the  decade  relative  to  the  national  average.  Obviously  the 
impact  of  Alberta’s  rising  wealth  on  the  national  average  had  a  great 
deal  to  do  with  this  result. 

—  Although  the  poor  provinces  lost  ground  relative  to  the  national 
average,  they  gained  substantially  relative  to  Ontario.  Thus  in  1972- 
73  Ontario’s  fiscal  capacity  index  for  all  revenue  sources  was  101, 
which  was  higher  than  the  index  of  any  'have-not’  province  except  for 
Prince  Edward  Island.  By  1981-82  Ontario’s  index  had  fallen  to  87, 
which  was  lower  than  that  of  any  other  province.  This  shift  highlights 
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one  of  the  concerns  that  emerged  during  the  last  renegotiation  of 
equalization  arrangements,  namely  how  to  deal  with  the  contradiction 
posed  by  the  deterioration  of  Ontario' s  relative  fiscal  position  and  its 
arbitrary  exclusion  from  receiving  equalization  payments. 

—  As  was  said  earlier,  the  RFPS  equalization  program  is  designed  to 
bring  all  provinces’  revenues  up  to  a  so-called  'representative  five- 
province  standard’  defined  in  terms  of  the  revenues  of  five 
'representative’  provinces,  namely  Ontario,  British  Columbia, 
Manitoba,  Saskatchewan,  and  Quebec.  The  richest  province,  Alberta, 
is  excluded  and  so  are  the  four  poorest  provinces.  The  last  columns  of 
Tables  4.5  and  4.6  present  data  relating  to  the  RFPS.  These  data  will 
be  of  value  in  evaluating  the  new  equalization  program.  However,  for 
present  purposes  it  is  sufficient  to  note  that  the  composite  fiscal 
capacity  index  for  these  five  provinces  for  total  revenues  fell  from  99 
in  1972-73  to  91  in  1981-82. 

In  summary,  then,  Table  4.4  shows  that  equalization  has  indeed 
played  a  very  significant  role  in  reducing  interprovincial  disparities 
in  fiscal  capacity.  Tables  4.5  and  4.6  confirm  this  result  over  a  longer 
time  horizon  but  also  indicate  that  over  time  the  level  to  which 
provincial  revenues  are  equalized  is  falling  relative  to  the  national 
average  level  of  fiscal  capacity. 

Indices  of  tax  effort 

Table  4.7  presents  data  on  tax  effort  for  the  same  four  measures  of  the 
comprehensive  revenue  base.  The  indices  of  tax  effort  are  obtained  by 
comparing  the  revenues  that  the  provinces  actually  collect  with  the 
revenues  that  the  provinces  would  collect  if  they  applied  national 
average  tax  rates.  Naturally,  provinces  with  tax  rates  above  the 
national  average  rates  have  indices  of  tax  effort  greater  than  100  and 
vice  versa.  The  results  for  own-source  revenues  are  pretty  much  in 
line  with  what  is  commonly  known,  namely  that  Quebec  has  a 
relatively  high  index  of  tax  effort  (e.g.,  121  for  1981-82)  while  Alberta 
has  a  relatively  low  tax  effort  (79).  If  one  looks  only  at  the 
nonresource  component  of  own-source  revenues,  the  results  are  even 
more  striking:  Alberta’s  tax  effort  in  1981-82  was  roughly  one-half  of 
that  of  Quebec.  For  all  four  definitions  in  Table  4.7,  Ontario’s  tax 
effort  for  1981-82  was  at  or  near  the  national  average  level. 
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TABLE  4.7 

Indices  of  relative  tax  effort,  selected  fiscal  years  (national  average  =  100) 
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The  last  point  is  particularly  interesting.  Tables  4.5  and  4.6 
indicated  that  Ontario’s  fiscal  capacity  for  total  revenues  for  1981-82 
was  the  lowest  in  Canada.  From  Table  4.7,  however,  it  is  clear  that 
this  shortfall  in  Ontario’s  revenues  was  not  the  result  of  a  low  tax 
effort  in  this  province.  While  it  is  true  that  Ontario’s  tax  effort  was 
less  than  that  of  Quebec  and  Newfoundland  (for  total  revenues)  it  was 
higher  than  the  tax  effort  of  the  remaining  four  provinces  eligible  for 
equalization. 

Finally,  it  should  be  noted  that  for  total  revenues  the  combined  tax 
effort  for  the  five  provinces  that  are  included  in  the  new  RFPS  was 
above  the  national  average  level  in  1981-82,  a  circumstance  that 
offsets  to  some  extent  the  fact  that  the  index  of  fiscal  capacity  (Table 
4.6)  for  these  same  five  provinces  was  below  the  national  average. 

The  exercise  of  calculating  indices  of  tax  effort  has  long  been 
associated  with  evaluating  equalization  programs.  Indeed,  in  his 
seminal  article  relating  to  equalization  payments,  Musgrave  (1961) 
suggests  that  tax  effort  ought  to  be  built  explicitly  into  the 
equalization  formula.  The  last  section  of  this  chapter  will  briefly 
address  this  issue.  However,  the  fact  that  these  indices  have 
frequently  been  calculated  does  not  mean  that  they  are  free  from 
conceptual  difficulties.  Suppose  one  were  to  take  the  position  that 
Alberta’s  resource  revenues  really  belong  to  the  people  of  Alberta  and 
that  Alberta  is,  in  effect,  levying  a  100  per  cent  (i.e.,  confiscatory)  tax 
on  its  residents  to  acquire  these  revenues.  Under  this  interpretation, 
the  whole  exercise  in  Table  4.7  becomes  somewhat  suspect. 

It  is,  as  well,  important  not  to  identify  tax  effort  with  tax  burden. 
For  one  thing,  taxes  levied  on  corporations  are  probably  ultimately 
passed  forward  to  consumers  or  backward  to  factors  of  production; 
consequently,  measures  of  tax  effort  with  respect  to  corporate  taxes 
are  not  the  same  as  measures  of  tax  burden.  Likewise,  provinces  can 
run  deficits  or  surpluses,  which  have  implications  for  future  tax 
liabilities,  and  these  deficits  or  surpluses  are  not  taken  into  account  in 
Table  4.7. 

Nonetheless,  it  is  likely  that  increasing  attention  will  be  paid  to 
that  nebulous  phrase  'reasonably  comparable  tax  rates’  now  that  it  is 
enshrined  in  the  equalization  provision  of  the  constitution.  And  it  is 
also  likely  that  the  calculation  of  reasonably  comparable  tax  rates  will 
depend  upon  tax  effort  measures  such  as  those  presented  in  Table  4.7. 
Thus,  conceptual  problems  notwithstanding,  measures  of  tax  effort 
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will  probably  continue  to  be  associated  with  the  equalization  pro^am. 
Consequently,  further  effort  should  be  invested  in  refining  these 
measures,  with  a  view  to  making  them  more  generally  acceptable. 

EXPENDITURE  INDICES 

Table  4.8  rounds  out  the  statistical  evaluation  of  the  RNAS 
equalization  program  by  presenting,  indices  of  consolidated 
provincial/local  expenditures  for  fiscal  year  1977-78.  Care  must  be 
taken  not  to  misinterpret  these  figures.  It  cannot  be  presumed  that  a 
dollar  of  government  expenditure  in  one  province  provides  the  same 
quantity  or  the  same  quality  of  public  services  as  a  dollar  of 
expenditure  in  another  province.  Nevertheless,  the  indices  of 
expenditure  per  capita  are  revealing.  The  variation  in  expenditure 
levels  per  capita  across  provinces  is  much  less  than  the  variation  in 
either  fiscal  capacity  or  in  tax  effort.  Thus  the  fiscal  capacity  indices 
for  total  revenues  for  1976-77  in  Table  4.6  range  from  85  to  188, 
whereas  the  Table  4.8  range  is  from  82  to  118.  The  fact  that  Alberta’s 
expenditure  index  is  only  118  is  quite  interesting.  Clearly  it  is  not 
using  its  immense  revenue  potential  to  provide  its  citizens  with 
similarly  large  amounts  of  public  services — or  at  least  it  did  not  in 
fiscal  year  1977-78.  The  Department  of  Finance  paper,  the  source  of 
these  data,  observes  that  the  range  is  narrower  for  expenditures  than 
for  revenues  presumably  because  of 'the  pressure  on  each  province  to 
provide  public  service  levels  comparable  to  those  provided  in  other 
provinces’  (MacEachen  1981,  Annex  III,  46).  And  since  the 
equalization  philosophy,  as  distinct  from  the  manner  in  which  it  is 
implemented,  refers  to  public  services  rather  than  to  revenue  levels, 
there  may  therefore  be  some  justification  for  not  including  100  per 
cent  of  the  energy  revenues  in  the  equalization  formula. 

We  conclude  our  brief  overview  of  the  role  of  equalization  in 
provincial  finances  by  focusing  on  yet  another  concept — fiscal  need. 

FISCAL  NEED  AND  CANADA’S  EQUALIZATION  SYSTEM 

Douglas  Clark,  in  a  monograph  written  fifteen  years  ago  but  still 
remarkably  pertinent  to  current  equalization  issues,  defines  fiscal 
need  in  this  way: 
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TABLE  4.8 

Indices  of  per  capita  expenditure  effort  (consolidated  provincial/local  expenditures, 
1977-78) 
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SOURCE:  MacEachen  (1981,  Table  III.2). 


The  measure  of  fiscal  need  of  a  province  is  the  amount,  if  any, 
by  which  the  cost  to  that  province  of  providing  a  given 
standard  of  public  service  exceeds  the  revenues  which  the 
province  would  derive  from  applying  a  given  rate  of  taxation 
to  its  own  base. ...Fiscal  need  therefore  has  two 
components — an  expenditure  component  which  may  be  re¬ 
ferred  to  as  'expenditure  needs’  and  a  revenue  component 
which  may  be  referred  to  as  'revenue  means’.  (Clark  1969,  18) 

Thus  fiscal  need  can  be  expressed  as  follows: 


Fiscal  need  =  expenditure  needs  —  revenue  means.  (4.5) 

Canada’s  equalization  formulas  past  and  present  have  attempted  to 
offset  provincial  revenue  disparities  by  equalizing  with  respect  to 
revenue  means.  However,  implicit  in  the  program  is  the  assumption 
that  expenditure  needs  are  identical  in  per  capita  terms.  That  is, 
expenditure  needs  depend  only  on  population.  This  assumption 
becomes  readily  apparent  if  equation  4. 1  is  expanded  as  follows: 


Equalization 
payments  to 
province  i 


total  provincial 
revenues  multiplied 
by  province  i’s  share 
of  total  population 


total  provincial 
revenues  multiplied 
by  province  i's  share  (4.6) 

of  the  national  tax  base. 


In  terms  of  the  fiscal  need  formulation  (equation  4.5),  the  first  term 
after  the  equal  sign  in  equation  4.6  corresponds  to  expenditure  needs, 
the  second  term  corresponds  to  revenue  means,  and  equalization 
payments  themselves  correspond  to  fiscal  need.  Thus  in  the  RNAS 
equalization  formula,  a  province's  expenditure  needs  are  essentially  set 
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equal  to  its  population  share  of  total  provincial  revenues;  that  is, 
expenditure  needs  are  assumed  to  be  identical  in  per  capita  terms 
across  provinces.  As  total  provincial  revenues  increase,  expenditure 
needs  are  assumed  to  increase  in  parallel.  In  other  words,  the  system 
is  internally  driven  by  total  provincial  revenues. 

The  obvious  exception  to  this  rule  is  the  treatment  of  nonrenewable 
resource  revenues,  only  50  per  cent  of  which  entered  the  RNAS 
version  of  equalization  over  the  1977-82  period.  One  way  of 
rationalizing  this  provision  is  to  argue  (a)  that  not  all  of  these  resource 
revenues  were  spent  on  the  provision  of  public  services  (as  a 
comparison  of  Alberta’s  indices  for  fiscal  capacity  and  for  expenditures 
makes  abundantly  clear)  and  (b)  that  even  if  they  were  spent  in  this 
manner,  there  is  no  reason  why  this  should  have  increased 
proportionally  the  cost  of  providing  the  ’basic’  level  of  public  services 
in  other  provinces.  To  put  the  point  more  starkly,  why  should  Nova 
Scotia’s  equalization  payments  have  ballooned  just  because  Alberta 
was  enjoying  a  revenue  bonanza?  Did  it  cost  Nova  Scotia 
proportionately  more  to  provide  its  public  services  because  Alberta 
was  suddenly  richer?  To  put  the  point  in  this  manner  is  to  raise  one  of 
the  most  difficult  conceptual  problems  associated  with  equalization. 
What  is  the  approprate  level  for  equalization?  Neither  the 
equalization  legislation  nor  the  constitution  can  provide  a  precise 
answer  to  this  important  question,  since  there  is  no  obvious  way  to 
convert  'reasonably  comparable  levels  of  public  services’  and 
'reasonably  comparable  tax  levels’  into  generally  accepted,  let  alone 
theoretically  meaningful,  quantitative  measures. 

From  a  theoretical  standpoint,  it  is  not  difficult  to  incorporate  an 
explicit  formulation  of  expenditure  need  into  the  current  formula. 
One  simply  multiplies  the  first  term  of  equation  4.6  by  Nt/Nc,  defined 
as  the  degree  by  which  the  expenditure  needed  in  province  i  to  produce 
a  given  bundle  of  services  exceeds  the  national  average  expenditure 
need;  that  is,  NL/NC  would  have  the  dimension  of  a  'pure’  number  and 
would  equal  1.00  for  a  province  with  per  capita  expenditure  needs 
equal  to  the  national  average,  2.00  for  a  province  whose  expenditure 
needs  on  a  per  capita  basis  were  twice  that  of  the  all-province  average, 
and  so  on.  Although  this  concept  has  been  incorporated  into  West 
Germany’s  system  of  equalization  payments  (see  the  appendix  to 
Chapter  8),  and  although  it  was  central  to  the  derivation  of  the 
National  Adjustments  Grants  recommended  by  the  Rowell-Sirois 
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Commission,  it  would  be  a  very  difficult  concept  to  implement 
empirically.  First  of  all,  one  would  have  to  define  just  what 
constitutes  the  'basic’  or  'reasonably  comparable’  level  of  public 
services.  If  this  were  accomplished,  the  next  requirement  would  be  to 
assess  the  costs  of  producing  these  services  in  various  provinces. 
Clark  lists  some  of  the  many  factors  that  might  go  into  an  index  of 
needs — age  of  population,  density,  education  level,  weather,  un¬ 
employment  rate,  and  so  on  (Clark  1969,  18-22).  Most  likely,  there 
would  have  to  be  a  need  index  for  each  expenditure  category. 
However,  this  requirement  would  create  its  own  problems,  since 
equalization  payments  are  given  unconditionally  to  the  provinces. 
Since  the  recipient  provinces  can  spend  equalization  monies  however 
they  please,  there  can  be  no  presumption  that  any  two  provinces 
would  allocate  these  funds  in  similar  ways  across  the  various 
expenditure  categories.  These  problems  may  not  be  insuperable,  but 
it  is  likely  that  any  attempt  to  introduce  expenditure  need  into  the 
equalization  formula  would  dissolve  in  a  welter  of  computational  and 
conceptual  difficulties.  To  put  the  matter  somewhat  differently,  it 
would  be  much  easier  to  introduce  the  concept  of  fiscal  need  into  an 
equalization  formula  if  the  payments  were  conditional  (i.e., 
expenditure-specific). 14  Given  that  one  of  the  hallmarks  of  our 
equalization  program  is  that  the  transfers  are  unconditional,  it  is 
perhaps  not  too  surprising  that  expenditure  needs  are  not  defined 
explicitly  but  rather  are  assumed  implicitly  to  be  identical  across 
provinces  in  per  capita  terms. 

In  spite  of  these  pitfalls,  it  appears  rather  clear  that  a  fiscal  need 
approach  to  equalization  is  superior  conceptually  to  a  fiscal  capacity 
approach.  In  Chapter  9,  I  shall  attempt  to  sketch  the  manner  in  which 
such  a  system  might  be  devised  by  briefly  describing  the  Australian 
equalization  system,  which  does  incorporate  fiscal  need. 

INTRODUCING  TAX  EFFORT  INTO  THE 
EQUALIZATION  FORMULA 

In  rounding  out  this  overview  of  the  RNAS  equalization  program,  it  is 
appropriate  to  return  to  the  suggestion  that  tax  effort  be  brought 
explicitly  into  the  equalization  formula.  The  rationale  here  is  simply 
that  if  a  province  wants  its  equalization  payments  to  rise  it  should  be 
willing  to  increase  its  own  tax  rates,  that  is,  it  should  'earn’  the 
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increase  in  equalization.  One  obvious  way  of  incorporating  this  notion 
would  be  to  multiply  overall  equalization  payments  by  some  index  of 
provincial  tax  effort.  Unlike  the  RNAS  and  RFPS  systems,  this 
scheme  would  provide  recipient  provinces  with  a  clear  incentive  to 
increase  their  tax  effort. 

It  would  appear  that  this  approach  would  only  be  workable  if  all 
provinces  had  access  to  similar  revenue  sources.  Indeed,  Musgrave’s 
article,  where  this  notion  first  appeared,  assumes  that  there  was  only 
one  provincial  source  of  revenue  (Musgrave  1961).  In  the  Canadian 
context,  with  some  thirty-odd  revenue  sources  and  with  the 
distribution  of  some  of  those  resource  revenues  very  concentrated 
geographically,  the  notion  of  incorporating  tax  effort  into  the  formula 
loses  some  of  its  appeal.  What  is  Ontario’s  tax  effort  with  respect  to 
natural  gas  revenues?  Since  it  has  no  such  revenues  the  question  is 
really  undefined.  This  relates  to  the  point  made  earlier,  namely  that 
there  are  some  considerable  conceptual  problems  underlying  the 
present  approach  to  calculating  indices  of  tax  effort. 

Nonetheless,  it  is  important  to  recognize  that  the  RNAS  and  RFPS 
versions  of  the  formula  do  in  fact  incorporate  some  element  of  tax 
effort.  This  point  will  be  elaborated  upon  in  the  next  chapter.  For 
now,  however,  it  is  sufficient  to  note  that  if  Quebec  (for  example) 
increases  its  tax  rate  on  a  revenue  source  for  which  it  has  a  fiscal 
deficiency,  its  level  of  equalization  will  indeed  go  up.  This  is  because 
total  revenues  to  be  equalized  will  rise  and  Quebec  will  get  a  share  of 
the  increase. 

Finally,  in  terms  of  the  overall  aim  of  the  equalization  program, 
namely  to  provide  reasonably  comparable  levels  of  public  services  at 
reasonably  comparable  tax  rates,  it  may  be  inconsistent  to  introduce  a 
feature  that  would  provide  incentives  for  equalization-recipient 
provinces  to  have  higher  tax  rates  than  nonrecipient  provinces. 

CONCLUSION 

This  chapter  has  presented  an  overview  of  the  Representative 
National  Average  Standard  approach  to  equalization,  with  an 
emphasis  on  the  degree  to  which  it  fulfilled  its  intended  goal  of 
providing  the  poorer  provinces  with  revenue  sufficient  to  enable  them 
to  maintain  levels  of  public  services  for  their  citizens  more  or  less 
comparable  to  those  enjoyed  by  the  citizens  of  richer  provinces. 
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Although  it  may  be  argued  that  the  program  did  an  admirable  job,  it  is 
indisputable  that  serious  problems  had  come  to  characterize  the 
RNAS  approach.  Changes  in  the  treatment  of  energy  revenues  and 
the  manner  in  which  Ontario  was  excluded  from  receiving 
equalization  payments  made  the  program  increasingly  arbitrary.  The 
following  chapter  focuses  more  closely  on  certain  details  of  the 
program  and  in  the  process  discusses  the  problems  that  led, 
eventually,  to  the  adoption  of  the  RFPS  approach  in  the  spring  of 
1982. 

NOTES 

1  This  was  certainly  true  of  the  1967  formula.  However,  later  modifications  to  the 
formula  with  respect  to  the  treatment  of  energy  revenues  were  such  that  this 
national  average  level  was  no  longer  achieved.  More  on  this  later. 

2  Much  of  the  following  description  of  the  mechanics  of  the  RNAS  equalization 
program  is  applicable  to  the  RFPS  program  as  well. 

3  The  reasons  why  these  resource  revenues  were  given  different  treatment  wrill  be 
detailed  later. 

4  In  formal  terms,  this  can  be  expressed  as  follows: 


/P  B  \ 

E ..  =  TR  -  —  ), 

y  j  \p  b  J 

c  cj 

where 

Etj  =  equalization  entitlement  for  province  i  from  revenue  source  j 
TRj  =  revenues  to  be  equalized  for  revenue  source  j 


P 

i 

—  =  province  is  share  of  total  population,  where  P 

P 
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y  p 

i 

i = i 


B  10 

ij 

-  =  province  i  s  share  of  the  tax  base,  where  B  =  >  B  . .  . 

b  cj  ^  u 

cj  i  =  1 

5  Although  Ontario  ended  up  with  a  positive  entitlement,  it  was  not  allowed  to  receive 
equalization  payments.  More  on  this  later. 

6  The  reader  may  wash  to  skip  this  section.  It  is  a  rather  technical  discussion  of  the 
resource  ceiling  to  the  RNAS  equalization  program.  This  ceiling  wras  not  binding  for 
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1981-82  and  it  was  not  incorporated  into  the  legislation  for  the  new  equalization 
program. 

7  Note  that  this  outline  of  the  proposed  RNAS  equalization  program  contained  no 
mention  of  the  'shares’  interpretation  of  the  formula. 

8  In  formal  notation,  this  'national  average  yield’  version  of  the  equalization  formula 
can  be  expressed  as 


where 


(4.2A) 
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province  i’s  per  capita  base  for  revenue  source  j 
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P  =  sum  of  province’s  population,  i.e.,  P  =  ^  P 
c  c  —  i 

i  =  1 


10 

b  .  =  y  b 

CJ  .  ,  y 

l  —  1 


where  TR{j  represents  a  province’s  revenue  from  source  j.  Thus  tj  equals  total 
revenue  for  a  given  source  divided  by  the  total  base;  that  is,  TRj  /  BCj.  In  other 
words,  tj  is  the  national  average  tax  rate. 

9  With  the  variables  of  4.2A  now  defined,  it  is  straightforward  to  demonstrate  the 
formal  equivalence  of  the  two  approaches.  Using  equation  4.2A,  take  Pt  across  the 
equal  sign; 
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Now  take  Pi  /  BCj  into  the  brackets,  yielding 


P  B 

E  .  =  TR  .1  —  -  — 

y  ;  V  p  b 

C  CJ 

which  is,  of  course,  equation  4.1  A  from  note  4,  the  'shares’  approach  to  the  RNAS 
equalization  program. 

10  Note  that  the  data  in  Table  4.4  refer  to  fiscal  year  1980-81,  whereas  the  data  in  the 
previous  three  tables  relate  to  fiscal  year  1981-82.  For  the  purpose  at  hand,  namely 
assessing  the  performance  of  the  equalization  program,  this  is  not  a  problem,  since 
most  of  the  analysis  focuses  on  comparisons  across  provinces  and  these  are  unlikely 
to  alter  much  over  the  span  of  a  year  or  two.  If  anything,  the  percentages  in  the  first 
row  are  likely  to  be  on  the  low  side  for  more  recent  years.  Equalization  payments 
have  been  increasing  at  a  healthy  clip  while  provincial  own-source  revenues  will 
probably  reflect  the  depressed  state  of  the  economy.  Some  estimates  for  1982-83  for 
the  new  equalization  program  appear  later  in  the  study. 

11  Saskatchewan  received  a  small  equalization  payment  in  1980-81  but  not,  as  noted 
above,  in  1981-82.  This  change  resulted  in  large  part  from  the  introduction  of 
revenue  source  30  in  the  latter  fiscal  year. 

12  There  is  an  alternative  and  equivalent,  but  much  more  efficient,  way  to  determine 
tax  base  shares  (Table  4.5),  tax  base  indices  (Table  4.6),  and  indices  of  tax  effort 
(Table  4.7).  This  is  the  method  actually  underlying  the  calculation  in  these  tables 
and  it  is  outlined  in  the  1981  Ontario  Budget.  Total  equalization  entitlements  (not 
payments)  are  derived  from  the  following  formula: 


E  =  TR(%P-%B ), 


(4.3A) 


where 


E  =  total  equalization  entitlements 

TR  —  total  revenues  of  all  provinces  from  revenue  sources  to  be  equalized 

%P  =  province’s  share  of  population 

%B  —  province’s  share  of  total  weighted  comprehensive  tax  base. 

Under  the  representative  tax  system,  equalization  entitlements  are  the 
difference  between  the  total  arrived  from  applying  the  national  average  tax  rate  to 
national  average  tax  bases  and  the  total  arrived  from  applying  national  average  tax 
rates  to  the  province’s  own  tax  bases.  Hence,  given  the  values  for  E ,  one  can 


171 


Equalization  payments 


determine  implicit  fiscal  capacity  deficiencies  and  excesses  by  dividing  total 
equalization  entitlements  ( E )  by  total  revenues  to  be  equalized  ( TR ): 

E 

—  =  (%P  -  %B). 

TR 

One  can  then  determine  a  province’s  share  of  the  total  weighted  comprehensive  tax 
base  by  subtracting  the  province’s  fiscal  capacity  deficiency  or  excess  from  its  share 
of  the  population;  that  is 

%B  =  %P-(%P-%B). 

This  yields  the  Table  4.5  data.  To  calculate  an  index  of  relative  tax  bases  per  capita 
one  simply  expresses  the  base  share  for  each  province  over  the  population  share: 


(-) 

V  %p  / 


x  100. 


These  are  the  Table  4.6  indices. 

Relative  tax  effort  can  be  expressed  as  a  province’s  actual  revenues  divided  by  the 
revenues  that  it  would  derive  if  it  applied  the  national  average  provincial  tax  to  its 
own  revenue  base.  This,  however,  is  equivalent  to  dividing  a  province’s  share  of  total 
revenues  by  its  share  of  the  total  base;  that  is, 


%TR 
%B  ■ 

Thus,  relative  tax  effort  can  be  indexed  to  the  national  average  as  follows: 


I 


%TR  \ 

-  X  100. 

%B  ) 


These  are  the  Table  4.7  indices.  This  note  is  adopted  from  Ontario  ( 1981,  appendix). 

13  It  should  be  noted  that  with  the  recent  decline  in  world  energy  prices  the  relative 
fiscal  position  of  the  western  provinces  has  also  declined.  Indeed,  as  is  noted  in  the 
postscript  to  Chapter  2,  British  Columbia  has  qualified  for  stabilization  payments. 

14  The  American  experience  is  relevant  here.  In  the  late  1960s,  equalization  grants  in 
the  U.S.  were  allocated  according  to  the  Hill-Burton  formula: 


Y. 

F  =  100  -  50  —  , 
Y 


(4.4A) 
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where 

F  =  the  percentage  of  the  state’s  program  costs  paid  by  the  federal  government 

Yi  =  per  capita  income  of  the  i^  state 

Y  =  average  per  capita  income  in  the  U.S. 

Under  this  formula,  Washington  paid  one-half  of  the  overall  costs  of  the  program  but 
low-income  states  received  more  than  one-half  of  their  costs  and  vice  versa.  The  Y  [IY 
term  is  a  measure  of  revenue  means.  With  such  a  system  of  conditional  equalization 
grants,  it  does  become  much  easier  to  correct  for  expenditure  needs,  since  the  grants 
are  program  specific.  Carter  ( 1971,  ch.  4)  has  suggested  an  appealing  modification  of 
the  Hill-Burton  formula  that  incorporates  expenditure  need: 

Yi  N 

F  =  100  -  50—  —  , 

Y  N. 

i 

where  N/Ni  reflects  the  per  capita  need  differential  across  the  various  states.  For 
example,  if  it  costs  twice  as  much  to  build  one  mile  of  highway  through  state  i  than  it 
does  on  average  for  all  the  U.S.,  the  N/Nt  will  assume  a  value  of  1/2.  Thus,  for  any 
given  relative  income  level,  states  with  a  high  'need’  ratio  (i.e.,  a  low  value  for  N/Nt ) 
will  receive  a  greater  proportion  of  program  costs  and  vice  versa. 
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Chapter  4  focused  on  the  operation  of  the  RNAS  equalization  program 
in  fiscal  year  1981-82.  Much  of  the  analysis  was  directed  toward 
assessing  the  degree  to  which  the  principles  underlying  the  program 
were  achieved.  The  present  chapter  is  oriented  in  the  opposite 
direction:  its  emphasis  is  on  those  characteristics  of  the  program  that 
came  to  be  viewed  as  sources  of  difficulty.  The  discussion  begins  with 
an  analysis  of  the  program’s  sensitivity  to  specific  changes  in  the 
economic  or  demographic  environment.  For  example,  what  happens 
to  equalization  payments  under  the  RNAS  approach  if  a  province 
changes  its  tax  rates,  if  it  loses  population,  or  if  inflation  doubles? 
Next,  the  analysis  focuses  on  what  has  come  to  be  known  as  'moral 
hazard’ — in  the  case  of  equalization  this  refers  to  the  ability  of  pro¬ 
vinces  to  influence  their  own  equalization  flows.  The  three  remaining 
topics  are  the  most  important  and  the  most  troublesome.  These  topics 
are  the  impact  of  energy  revenues  on  the  RNAS  formula,  the  problems 
associated  with  the  funding  of  the  program,  and  Ontario’s  exclusion 
from  eligibility  for  equalization  payments.  Conceptually,  these  issues 
are  distinct.  In  practice,  however,  they  are  closely  intertwined,  since 
it  was  the  presence  of  the  energy  revenues  that  led  to  the  funding 
dilemma  and  to  the  exclusion  of  Ontario  from  receiving  equalization 
payments. 

The  several  issues  highlighted  in  the  present  chapter  provide  a 
convenient  shopping  list,  as  it  were,  of  the  items  that  any  alternative 
to  the  RNAS  formula  could  be  expected  to  address.  Moreover,  as  will 
eventually  become  apparent,  many  of  these  problems  continue  to 
characterize  the  equalization  program  under  the  new  RFPS  formula. 
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Thus,  much  of  the  following  analysis  can,  and  later  will,  be  applied  to 
the  evaluation  of  the  RFPS  approach. 

THE  RNAS  FORMULA:  A  SENSITIVITY  ANALYSIS1 
Changing  tax  rates 

Suppose  that  Nova  Scotia  increases  its  tax  rates.  What  happens  to 
equalization  payments  under  the  RNAS  formula?  The  answer  is  clear 
if  one  focuses  on  a  combination  of  the  formulation  for  equalization 
payments  in  equation  4.1  and  Table  4.2,  which  lists  fiscal  capacity 
deficiencies  and  excesses.  Assume  that  the  tax  rate  increase  in 
question  is  a  1  percentage  point  increase  in  general  sales  taxes 
(revenue  category  3).  Obviously  Nova  Scotia’s  own  revenues  will 
increase  by  an  amount  equal  to  1  per  cent  of  its  own  tax  base.  Suppose 
that  this  increase  in  own  revenue  amounts  to  $100  million.  From 
equation  4.1,  total  provincial  revenues  from  this  source  are  now  $100 
million  greater  and,  under  the  assumption  that  tax  bases  and 
therefore  fiscal  deficiencies  do  not  change,  all  provinces  with  a  fiscal 
deficiency  for  this  revenue  source  (i.e.,  all  provinces  with  a  positive 
entry  in  Table  4.2  for  category  3)  will  receive  an  increase  in 
equalization  entitlements.  Nova  Scotia’s  fiscal  deficiency  is  .74  per 
cent.  Thus,  its  equalization  will  increase  by  $740,000  (i.e.,  .74  per  cent 
of  $100  million).  For  Quebec,  with  a  fiscal  deficiency  of  4.59  per  cent 
for  general  sales  tax  revenues,  the  equalization  increase  will  be  $4.59 
million.  And  so  on. 

In  general,  therefore,  an  increase  in  any  province’s  tax  rate  will 
lead  to  an  increase  in  equalization  entitlements  for  all  provinces  that 
have  fiscal  deficiencies  for  this  revenue  source,  and  vice  versa.  A 
concrete  example  might  be  useful.  In  its  1981  budget,  the  government 
of  Ontario  increased  its  personal  income  tax  rates  from  44  per  cent  to 
48  per  cent.  It  was  estimated  that  this  increase  would  bring  in 
additional  revenue  of  $450  million  for  fiscal  year  1981-82.  Given  such 
an  increase,  Nova  Scotia’s  equalization  would  increase  by  $5.18 
million,  or  $450  million  multiplied  by  its  fiscal  deficiency  for  personal 
income  taxes  of  1.15  per  cent  from  Table  4.2.  For  Quebec,  with  a 
deficiency  of  3.01  per  cent,  equalization  would  increase  by  $13.55 
million.  As  Table  4.2  indicates,  the  aggregate  fiscal  deficiency  for  the 
six  equalization-receiving  provinces  was  7.52  per  cent  for  this  revenue 
source.  Thus  Ontario’s  personal  income  tax  increase  would  cost 
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Ottawa  $33.84  million  in  increased  equalization.  As  noted  above,  this 
analysis  has  assumed  that  an  increase  in  tax  rates  leaves  the  tax  base 
unchanged.  This  assumption  is  probably  not  correct.  For  example, 
Ontario’s  recent  removal  of  sales  taxes  on  automobiles  probably  did 
increase  the  tax  base  during  the  tax-exempt  period;  conversely,  an 
increase  in  sales  taxes  may  decrease  the  tax  base.  These 
complications  are  ignored. 

A  change  in  tax  bases 

The  effect  on  equalization  payments  of  a  change  in  a  province’s  tax 
base  is  somewhat  more  complicated.  It  is  important  here  to 
distinguish  between  the  province  that  undergoes  the  tax-base  change 
and  the  remaining  provinces.  Let  us  consider  a  particular  case. 
Suppose  that  New  Brunswick’s  tax  base  for  retail  sales  increases 
while  the  tax  bases  for  the  remaining  provinces  remain  constant. 
Given  existing  tax  rates,  sales  tax  revenues  will  go  up  in  New 
Brunswick  and,  therefore,  in  Canada  as  a  whole.  Since  total  revenues 
to  be  equalized  have  increased  and  New  Brunswick  has  a  fiscal 
deficiency  for  this  revenue  source,  New  Brunswick  will  receive 
greater  equalization  flows.  However,  there  is  an  offsetting  effect. 
New  Brunswick’s  share  of  the  total  tax  base  is  now  higher  and 
therefore  its  fiscal  deficiency  is  smaller.  Thus  New  Brunswick’s 
equalization  from  this  source  is  reduced.  Moreover,  the  latter  effect 
will  dominate  the  former.  Indeed,  if  the  increase  in  New  Brunswick’s 
sales  tax  base  is  large  enough,  it  will  become  a  'have’  province  in 
relation  to  this  revenue  source  and  its  equalization  flows  from  the 
source  will  now  be  negative. 

In  general,  therefore,  if  a  province  becomes  richer  in  the  sense  that 
its  tax  bases  increase  relative  to  those  of  the  other  provinces,  its 
equalization  will  fall.  This  is  precisely  what  one  would  want  from  an 
equalization  program.  Overall,  the  province  will  likely  have  an 
increase  in  revenues,  since  the  increase  in  own  revenues  arising  from 
the  increase  in  its  tax  base  will  normally  dominate  its  equalization 
loss.3 

For  provinces  other  than  the  one  in  which  the  tax  base  increased, 
the  results  are  straightforward.  Equalization  increases  on  two  counts. 
First,  total  revenues  to  be  equalized  are  higher.  Second,  all  other 
provinces  must  experience  a  fall  in  their  shares  of  the  total  tax  base. 
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This  increases  their  fiscal  deficiencies  and,  therefore,  their  overall 
equalization  flows. 

Population  changes 

Equalization  entitlements  based  on  revenue  categories  for  which  some 
provinces  have  a  zero  tax  base,  such  as  energy,  depend  only  on  the 
population  share.  This  is  obvious  from  Table  4.2,  where,  for  many  of 
the  energy  categories,  fiscal  deficiencies  are  identical  with  population 
shares.  Hence,  out-migration  from  a  province  will  lead  to  a 
proportionate  decrease  in  its  dollar  value  of  equalization  from  these 
sources  and  vice  versa. 

The  analysis  is  not  as  clearcut  when  the  tax  base  is  a  function  of 
population,  as  are  most  tax  bases.  Consider  revenue  category  3, 
general  sales  taxes.  Suppose  that  the  population  share  of  a  province 
falls  by  1  percentage  point  and  suppose  further  that  the  out-migrants 
consume  as  much  in  their  new  province  as  they  consumed  previously, 
so  that  the  all-province  tax  base  is  unchanged.  What  happens  to 
equalization  in  the  population-losing  province  obviously  depends  on 
what  happens  to  this  province’s  share  of  the  total  tax  base.  If,  as  a 
result  of  the  out-migration,  the  province’s  tax  base  also  falls  by  1 
percentage  point,  then  its  fiscal  deficiency  under  formulation  4.1  will 
remain  unchanged  and  so  will  its  equalization  payments.4  If  the  out- 
migrants  are  from  the  upper  income  class  and,  therefore,  have  higher- 
than-average  consumption  levels,  the  province’s  tax  base  will  fall  by 
more  than  1  percentage  point  and  equalization  will  increase.  The 
opposite  will  hold  if  the  people  leaving  the  province  have  lower-than- 
average  consumption  levels.  In  an  intuitive  sense,  this  is  exactly 
what  should  be  happening.  Note  that  the  province’s  own  revenues 
will  also  fall,  since  it  has  lost  the  migrants’  taxes.  However,  the  focus 
here  is  only  on  equalization  payments,  not  on  total  provincial 
revenues. 

Inflation 

If  all  prices  and  wages  doubled  overnight,  as  a  first  approximation 
equalization  payments  would  also  double.  To  see  this,  focus  again  on 
formulation  4.1.  Nothing  would  happen  to  the  population  shares  or 
the  tax  base;  therefore,  the  fiscal  deficiencies  in  Table  4.2  would  still 
apply.  However,  total  revenues  would  double.  Given  a  constant  tax 
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rate  on  retail  sales,  for  example,  a  doubling  of  the  value  of  the  tax  base 
would  double  the  value  of  revenues  derived  from  retail  sales.  In  turn, 
equalization  payments  would  double. 

In  practice,  such  a  doubling  would  not  be  likely  to  occur,  since  it  is 
unlikely  that  tax  revenues  would  rise  exactly  apace  with  inflation. 
Nonetheless,  this  is  a  reasonable  first  approximation  of  the  impact  of 
inflation  on  equalization  flows. 

MORAL  HAZARD  AND  THE  EQUALIZATION  SYSTEM 

'Moral  hazard’  is  a  relatively  new  term  in  the  economist’s  vocabulary 
(see  Grubel  1971,  99-106).  It  is  adopted  from  the  insurance  field  and 
describes  a  situation  in  which  the  insured  person  is  in  a  position  to 
influence  his  entitlement  to  compensation.  As  John  Dales  noted  in  his 
presidential  address  to  the  Canadian  Economics  Association: 

Insurance  is  a  much  neglected  subject  in  general  economic 
literature,  and  there  sometimes  seems  to  be  almost  a 
conspiracy  of  silence  on  the  moral  hazard  problem.  It  seems 
cynical  to  say,  and  people  do  not  like  to  hear,  that  fire 
insurance  leads  to  more  fires,  unemployment  insurance  leads 
to  more  unemployment,  and  that  any  expectation  of 
compensation  by  victims  of  floods  increases  the  number  of 
flood  victims.  Rights  to  compensation  touch  closely  the  moral 
problem  of  the  desirable  limits  of  individual  responsibility  on 
the  one  hand  and  the  extent  to  which  we  should  seek  to  be  our 
own  brother’s  keeper,  or  his  ward,  on  the  other.  (Dales  1975, 
501-502) 

It  may  be  stretching  the  definition  of  moral  hazard  somewhat  to 
apply  the  phrase  to  the  equalization  program.  Yet  the  RNAS  system 
allowed  the  provinces  plenty  of  opportunity  to  manipulate  the  formula 
in  order  to  increase  their  equalization  entitlements.  Moreover, 
adoption  of  the  RFPS  system  has  done  little  to  diminish  this 
opportunity. 

Moral  hazard  with  respect  to  the  30  revenue  sources 

The  deficiency  of  both  the  RNAS  and  the  RFPS  formulas  in  this 
respect  can  best  be  understood  if  we  refer  once  again  to  Table  4.2. 
Consider  the  column  of  fiscal  deficiencies  for  Quebec.  Suppose  that 
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this  province  wishes  to  raise  $100  million  in  new  tax  revenues. 
Suppose  further  that  it  obtains  the  $100  million  from  corporate  taxes, 
for  which  it  has  a  fiscal  deficiency.  Since  total  revenues  entering  the 
formula  increase  by  this  $100  million,  Quebec’s  entitlement  will 
increase  by  $5.87  million  (its  fiscal  deficiency  of  5.87  per  cent 
multiplied  by  the  $100  million).  However,  if  instead  the  province 
raises  the  $100  million  from  water  power  rentals  (revenue  category 
23),  for  which  it  has  a  fiscal  excess,  its  entitlement  will  fall  by  $12.47 
million.  Obviously,  there  is  an  incentive  for  provinces  to  levy  taxes  on 
revenue  sources  for  which  they  have  fiscal  deficiencies  rather  than  on 
sources  for  which  they  have  fiscal  excesses. 

While  equalization  considerations  must  surely  be  taken  into 
account  in  the  taxation  decisions  of  all  'have-not’  provinces,0  this  does 
not  necessarily  mean  that  they  will  carry  the  day.  There  are  also 
factors  that  tend  to  harmonize  tax  rates  across  provinces. 
Nonetheless,  a  problem  does  exist.  One  of  the  proposals  put  forward 
later  in  this  monograph  is  for  a  'macro’  equalization  formula  (i.e.,  one 
aggregate  base  rather  than  a  myriad  of  smaller  ones),  which  would 
eliminate  this  element  of  moral  hazard. 

Included  versus  excluded  tax  sources 

The  RNAS  formula  also  encouraged  distortions  in  provincial  taxation 
policies  by  excluding  some  types  of  taxes  from  equalization  while 
including  others  of  a  similar  nature.  Thus,  property  taxes  levied  for 
school  purposes  were  included  in  the  formula,  but  property  taxes 
levied  for  municipal  purposes  were  not.  Hence,  a  province  receiving 
equalization  payments  could  increase  its  own  equalization 
entitlements  and  those  of  other  'have-not’  provinces  by  reducing  its 
grants  to  local  governments  for  school  purposes  and  increasing  its 
grants  for  municipal  purposes.  Property  taxes  levied  for  school 
purposes  would  increase  (which  would  increase  equalization 
entitlements),  while  those  levied  for  municipal  purposes  would 
decrease  (which  would  leave  equalization  unaffected,  since  these  taxes 
would  not  enter  the  formula).  Alternatively,  Alberta  or  any  other 
'have’  province  could  do  the  reverse,  thereby  decreasing  equalization 
entitlements.  Under  the  new  RFPS  approach  to  equalization,  all 
property  taxes  enter  the  formula.  One  rationale  for  this  change  was 
the  extension  of  equalization  to  cover  revenues  used  for  local  purposes 
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as  well  as  those  used  for  traditional  provincial  purposes,  but  the  move 
was  also  intended  to  limit  the  provinces’  ability  to  manipulate  the 
formula  for  their  own  ends.  However,  problems  of  this  sort  will  plague 
any  equalization  program  based  on  representative  tax  sources,  since 
there  will  always  be  some  revenue  sources  that  the  formula  does  not 
take  into  account.  Again,  one  solution  to  the  problem  would  be  the 
adoption  of  a  macro-based  equalization  formula. 

The  Quebec  liquor  strike 

One  of  the  most  flagrant  examples  of  moral  hazard  with  respect  to  the 
equalization  program  arose  in  connection  with  a  1979  strike  by 
Quebec  liquor  board  employees.  Quebec’s  finance  minister,  Jacques 
Parizeau,  stated  publicly  that  the  Quebec  government  would  not 
suffer  much  revenue  loss  from  the  strike  because  lost  taxes  and  profits 
would  be  made  up  by  the  equalization  program.  Parizeau  may  not 
have  been  correct  in  claiming  that  the  loss  would  be  entirely  made  up, 
but  certainly  a  large  portion  of  it  was.  This  happened  because  for  the 
duration  of  the  strike,  Quebec's  tax  base  for  the  liquor  was  reduced  to 
zero.  Hence,  the  province  became  eligible  for  its  population  share 
(26.49  per  cent,  from  row  A  of  Table  4.2)  of  total  provincial  revenues 
from  this  source  for  the  duration  of  the  strike.  Moreover,  equalization 
payments  for  all  the  other  'have-not’  provinces  fell,  since  total 
revenues  to  be  equalized  were  decreased  by  the  amount  that  Quebec’s 
revenues  fell. 

Such  situations  are  clearly  unacceptable.  Provinces  should  not  be 
able  to  influence  their  equalization  flows  by  their  own  actions.  In  this 
case,  the  outcome  was  even  more  awkward.  The  costs  of  Quebec’s 
liquor  strike  were  translated  not  only  into  increased  equalization 
flows  to  Quebec,  but  also  into  decreased  flows  to  other  'have-not’ 
provinces.  One  way  to  deal  with  situations  of  this  type  would  be  to 
impute  a  tax  base  equal  to,  say,  last  year’s  tax  base  to  any  province 
that  incurred  a  public  sector  strike  affecting  one  of  its  revenue 
sources.  This  solution  would  not  require  a  change  in  the  equalization 
formula  itself,  but  only  a  change  in  the  definitions  of  the  tax  bases. 
These  definitions  are  generally  contained  in  'regulations’  pursuant  to 
the  equalization  legislation. 

A  situation  much  like  the  Quebec  one  arose  a  few  years  ago  when 
Saskatchewan  began  to  nationalize  its  potash  industry.  At  that  time, 
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revenue  category  2  consisted  only  of  corporate  income  taxes.  The 
process  of  buying  out  the  potash  industry  removed  it  from 
Saskatchewan’s  tax  base  for  corporate  profits,  thereby  decreasing 
Saskatchewan’s  share  of  the  total  corporate  tax  base  and  increasing 
its  equalization  entitlement.  This  loophole  was  partially  plugged  by 
the  1977  Fiscal  Arrangements  Act,  which  broadened  the  corporate 
profits  revenue  category  to  include  profits  of  government-operated 
business  enterprises.  However,  this  measure  did  not  go  far  enough.  It 
is  still  possible  for  a  government  to  consciously  run  an  enterprise  at  a 
loss  (to  serve  some  social  purpose)  and  in  the  process  drive  down  its 
tax  base  (and  increase  its  equalization  entitlement)  for  this  category. 
Again,  the  remedy  in  these  cases  would  be  to  impute  a  tax  base  (on  the 
basis  of  profit  rates  earned  by  similar  operations  in  other  provinces  or 
in  the  private  sector). 

OTHER  PROBLEMS  ASSOCIATED  WITH  THE  RNAS 
EQUALIZATION  PROGRAM 

Newfoundland  and  hydro 

Among  the  perennial  challenges  that  have  faced  both  the  old  and  the 
new  equalization  programs  are  those  arising  from  the  manner  in 
which  the  tax  bases  are  defined.  And  the  most  high-profile  problem  in 
this  area  concerns  the  definition  of  the  tax  base  for  water  power 
rentals,  revenue  category  23.  The  specific  source  of  difficulty  is 
Churchill  Falls.  By  virtue  of  a  long-running  contract,  Quebec  has 
preempted  virtually  all  of  the  economic  rent  arising  from  the 
Churchill  Falls  hydro  facility.  Yet  the  tax  base  for  water  power 
rentals  is  defined  as  the  number  of  kilowatt  hours  of  electricity 
generated  in  each  province,  and  under  this  definition  all  of  the 
production  from  Churchill  Falls  is  included  in  Newfoundland’s  tax 
base.  Thus,  not  only  does  Newfoundland  forgo  the  economic  rent  for 
this  resource,  but  its  equalization  payments  are  reduced  by  $17 
million  (see  Table  4.3). 

One  can,  of  course,  argue  that  the  equalization  formula  should  not 
be  influenced  by  contracts  between  provinces.  If  kilowatt  hours  of 
electricity  produced  is  the  most  appropriate  definition  for  this  revenue 
source,  then  it  should  be  used  regardless  of  the  consequences  that 
arise  because  of  private  contracts.  Making  an  exception  for 
Newfoundland  would  open  the  door  to  compromises  in  the  formula 
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wherever  private  contracts  impinge  on  the  degree  to  which  provinces 
have  access  to  certain  tax  bases.  While  I  recognize  this,  my 
sympathies  in  this  case  lie  with  Newfoundland.  Equalization  is 
supposed  to  ensure  that  the  provinces  have  access  to  national  average 
tax  revenues  for  each  revenue  base,  and  Newfoundland  is 
discriminated  against  in  respect  of  this  revenue  source.  At  a  more 
general  ievel,  it  is  not  at  all  clear  that  output  is  the  appropriate 
definition  for  the  tax  base  when  it  comes  to  resource  revenues.  The 
potential  rents  associated  with  a  barrel  of  syncrude  oil  are  far  less 
than  those  associated  with  a  barrel  of  conventional  oil,  so  a  base 
defined  strictly  in  terms  of  barrels  of  oil  produced  is  an  inadequate 
measure  of  a  province’s  access  to  revenues.  As  long  as  most  of  the  oil 
and  gas  revenues  are  located  in  'rich’  provinces,  this  problem  will  not 
be  as  acute  as  it  will  become  when  oil  revenues  come  on  stream  in 
'poor’  provinces.  Consider  Nova  Scotia  and  off-shore  natural  gas.  If  a 
pure  output  measure  is  utilized  as  the  tax  base,  Nova  Scotia’s  loss  in 
equalization  entitlements  under  the  RNAS  system  will  likely  be 
considerably  larger  than  its  revenues  from  the  oil.  This  is  so  because 
the  provincial  revenue  from  a  unit  of  output  of  off-shore  oil  is  much 
lower  than  the  revenue  from  a  unit  of  output  of  conventional  oil. 
What  is  needed,  therefore,  is  a  comprehensive  measure  of  the  tax  base 
for  these  sectors  that  assesses  correctly  the  revenue  potential 
available  from  each  category  of  oil.  A  uniform  base  defined  on  output 
simply  will  not  do. 

Not  surprisingly,  this  general  issue  did  surface  during  the 
negotiations  leading  to  the  1982  arrangements.  In  particular,  the 
issue  attracted  the  attention  of  policy  economists  across  the  country 
and  led  to  the  development  of  a  new  literature  relating  to  resource 
rents  and  their  interaction  with  equalization.  At  an  empirical  level, 
the  Economic  Council  of  Canada  made  a  substantial  effort  to  measure 
resource  rents  across  the  provinces.  The  Council  calculated  not  only 
the  rents  actually  realized  by  the  provincial  treasuries  (e.g.,  energy 
royalties),  but  also  potential  rents  from  such  sources  as  the  hydro 
utilities  where  the  rents  were  not  collected  by  the  provincial 
government  but  rather  passed  on  to  consumers  in  the  form  of  low 
electricity  prices.  Part  V  of  this  study,  which  discusses  alternative 
equalization  proposals,  makes  use  of  these  estimates  in  constructing 
more  comprehensive  tax  bases  for  the  resource  revenues  and 
incorporates  these  bases  in  various  equalization  schemes. 
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It  is  probably  not  an  exaggeration  to  suggest  that  the  devising  of 
more  appropriate  bases  for  the  resource  categories  is  one  of  the  most 
difficult  problems,  both  conceptually  and  quantitatively,  facing  the 
equalization  program.  As  we  shall  see,  the  new  RFPS  version  does  go 
some  way  in  dealing  with  this  problem  in  that  it  redefines  the  energy 
revenue  categories.  However,  some  problems  remain.  This  area  will 
be  treated  in  detail  in  Part  VI. 

Renewable  versus  nonrenewable  resources 

Under  the  1977  Fiscal  Arrangements  Act,  only  50  per  cent  of 
nonrenewable  resource  revenues  were  eligible  for  equalization,  while 
100  per  cent  of  renewable  resource  revenues  entered  the  formula.  The 
workings  of  the  RNAS  equalization  formula  were  roughly  such  that  if 
a  province  developed  its  nonrenewable  resource  base  it  lost  50  cents  in 
equalization  for  each  dollar  of  own  revenue  it  generated.  However, 
there  was  essentially  a  full  offset  for  renewable  resources.  This 
amounted  to  a  tax  on  the  development  of  renewable  resources  that 
was  unduly  distorting.  It  seems  quite  inappropriate  for  an 
equalization  scheme  to  have  incorporated  provisions  that  affected  the 
resource  development  policies  of  provincial  governments  to  such  a 
major  extent.  This  differential  treatment  of  renewable  and  non¬ 
renewable  resources  no  longer  exists  under  the  new  RFPS  formula. 

Gross  versus  net  revenues 

Under  both  the  RNAS  and  the  RFPS  schemes,  gross  revenues  enter 
the  formula.  Ideally,  a  net  concept  of  revenues  would  be  used — that  is, 
gross  revenues  less  the  expenditures  required  to  develop  the  tax  base. 
For  many  revenue  sources,  such  as  sales  taxes,  these  expenditures  are 
probably  quite  similar  in  per  capita  terms  across  the  provinces.  For 
other  tax  sources,  however,  the  differences  in  provinical  expenditure 
are  likely  to  be  substantial.  Thus,  the  development  of  a  given  resource 
base  may  require  a  province  to  undertake  massive  expenditures  for 
highways,  communications,  and  infrastructure.  The  other  provinces 
will  not  participate  in  the  cost  of  this  development,  yet  they  will 
receive  a  share  of  the  gross  revenue  realized  as  a  result  of  the 
development.  In  all  fairness,  the  revenues  that  go  into  the  formula 
should  be  net  of  development  expenditures.  There  is  no  reason  why 
Nova  Scotia,  say,  ought  to  get  its  population  share  of  gross  revenues 
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that  accrue  to  other  provinces,  since  Nova  Scotia  does  not  pay  its 
population  share  of  the  cost  of  generating  these  gross  revenues.  The 
provision  whereby  only  50  per  cent  of  nonrenewable  resource 
revenues  enter  the  formula  might  be  said  to  provide  some  allowance, 
albeit  an  arbitrary  one,  for  the  difference  between  net  and  gross 
revenues  for  these  revenue  sources. 

f Housekeeping '  issues 

This  chapter  has  singled  out  several  problems  associated  with  the 
RNAS  equalization  formula — some  of  which  characterize  the  new 
RFPS  system  as  well.  Admittedly,  the  selection  of  these  issues  has 
been  arbitrary.  Others  might  have  selected  an  entirely  different 
range  of  issues. 

One  set  of  problems  associated  with  the  RNAS  formula  has  thus  far 
been  entirely  neglected.  The  logic  of  the  representative  tax  system  is 
such  that  the  revenue  categories  and  the  definitions  of  tax  bases  must 
be  updated  from  time  to  time  to  ensure  that  they  correspond  with  the 
taxing  practices  of  the  provinces.  However,  the  questions  that  arise  in 
this  connection  are  essentially  'housekeeping’  rather  than  conceptual 
issues.  So,  too,  is  the  perennial  concern  relating  to  the  so-called 
'census  undercounf  with  respect  to  some  'have-not’  provinces, 
particularly  Quebec.  Obviously  population  estimates  that  are  biased 
on  the  low  side  will  result  in  lower  equalization  payments  and  are, 
therefore,  of  immense  concern  to  the  recipient  provinces.  But  like 
questions  associated  with  the  definition  of  tax  bases,  problems  of  this 
kind  will  beset  any  equalization  formula  and  will  not  be  highlighted 
in  this  monograph. 

The  remainder  of  this  chapter  focuses  on  three  closely  related  issues 
that  pose  far  greater  challenges  to  the  equalization  system  than  the 
problems  discussed  to  this  point — challenges  not  only  to  the  operation 
of  the  RNAS  version  of  equalization  but  to  its  underlying  philosophy 
as  well. 

ENERGY  AND  EQUALIZATION 

Energy-related  modifications  to  the  equalization  program 

Under  the  1967  fiscal  arrangements,  which  initiated  the 
representative  tax  version  of  the  equalization  program,  energy 
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revenues  were  equalized  in  full.  The  1972  revisions  to  the  program 
expanded  the  number  of  revenue  sources  and  altered  a  few  definitions 
of  tax  bases  but  left  the  treatment  of  energy  essentially  intact. 
Following  the  sudden  increase  in  world  energy  prices  in  1973  and 
1974,  Ottawa  introduced  a  series  of  major  changes  in  the  relationship 
between  energy  revenues  and  the  equalization  formula.  A  brief 
survey  of  these  changes  follows. 

rj 

Response  to  the  world  energy  price  increases  of  1973  and  1974 

One  of  the  federal  government’s  first  actions  in  response  to  the 
increases  in  world  energy  prices  was  to  impose  a  tax  on  exported  oil 
equal  to  the  difference  between  the  then-fixed  domestic  price  and  the 
rising  world  price.  In  effect,  Ottawa  absorbed  the  entire  rent  arising 
from  the  world/domestic  price  differential,  which  amounted  to  over  $6 
a  barrel  by  mid-1974.  One  rationale  for  this  measure  was  the  need  to 
generate  funds  to  enable  the  federal  government  to  subsidize  foreign 
oil  imports  in  eastern  Canada  and  thereby  maintain  a  uniform  price 
for  energy  across  the  country.  In  1974  taxable  exports  of  crude  oil 
exceeded  compensable  oil  imports  (this,  of  course,  is  no  longer  the 
case),  so  Ottawa  was  a  net  financial  beneficiary  of  this  action. 

The  producing  provinces  reacted  quickly,  substantially  increasing 
the  royalties  they  exacted  from  oil  and  natural  gas.  Ottawa  responded 
by  disallowing  the  deduction  of  royalty  payments  to  provincial 
governments  for  the  purposes  of  federal  corporate  income  tax 
calculations.  As  I  have  argued  elsewhere,  one  rationale  for  this 
Ottawa  initiative  had  to  do  with  the  implications  of  the  royalty 
increase  for  the  system  of  equalization  payments  (Courchene  1976,  73- 
107).  If  the  domestic  price  were  allowed  to  rise  and  the  producing 
provinces  were  allowed  to  pocket  the  increased  royalties,  the  result 
would  be  a  very  substantial  rise  in  equalization  payments.  If,  in 
addition,  royalties  paid  to  the  provinces  were  deductible  for  corporate 
income  tax  purposes,  Ottawa  might  find  that  its  equalization 
responsibilities  had  increased  substantially  while  its  revenues  had 
not  increased  commensurately;  in  particular,  it  would  not  be  able  to 
extract  much  revenue  from  the  very  provinces  that  were  becoming 
wealthy  and  thereby  causing  the  equalization  payments  to  increase. 

Of  course,  there  were  other  considerations  to  be  taken  into  account. 
Allocative  efficiency  dictated  a  rising  domestic  oil  price,  and  if  future 
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energy  supplies  were  to  be  ensured  there  would  have  to  be  an 
incentive  for  exploration.  A  compromise  was  reached  whereby 
Ottawa  maintained  the  nondeductibility  of  royalties  but  introduced 
(overly?)  generous  writeoffs  for  exploration  and  development  and 
allowed  the  domestic  price  of  oil  to  move  gradually  towards  world 
price  levels. 

But  the  equalization  dilemma  remained.  If  Canada  had  gone  to 
world  oil  prices  in  1974,  total  equalization  payments  would  have 
tripled,  and  in  the  process  Ontario  would  have  become  a  'have-not’ 
province.  Therefore,  in  the  fall  of  1974  Ottawa  abruptly  and  without 
provincial  consultation  amended  the  equalization  formula.  Energy 
royalties  up  to  the  1973-74  levels  would  continue  to  be  eligible  for  full 
equalization  (i.e.,  each  dollar  of  provincial  energy  revenue  would 
enter  the  formula,  as  had  been  the  case  since  1967).  But  revenues 
from  energy  above  the  1973-74  levels  would  be  equalized  only  to  the 
extent  of  one-third:  one  dollar  of  every  three  would  be  eligible  to  enter 
the  formula. 

This  was  a  major  alteration  in  the  formula.  For  the  first  time  since 
1967,  the  concept  of 'full  equalization’  had  been  abandoned.  However, 
by  continuing  to  subsidize  imports  for  the  eastern  provinces  (i.e., 
Quebec  and  the  four  Atlantic  Provinces)  in  order  to  maintain  a 
uniform  domestic  price,  Ottawa  could  be  viewed  as  providing  an 
alternative  form  of  equalization  for  these  provinces,  all  of  which  fell 
into  the  'have-not’  category.  Some  figures  on  the  benefits  by  provinces 
of  this  oil  import  compensation  scheme  will  be  presented  later. 

The  1977  Fiscal  Arrangements  Act 

The  next  stage  in  the  interaction  between  energy  policy  and 
equalization  payments  came  with  the  1977  Fiscal  Arrangements  Act. 
For  present  purposes,  two  provisions  of  the  act  are  important.  First, 
henceforth  one-half  of  all  energy  royalties  would  be  eligible  for 
equalization.  This  replaced  the -previous  provision  whereby  the  full 
amount  of  1973-74  revenues  was  eligible  plus  one-third  of  any 
additional  revenues.  Moreover,  the  one-half  provision  applied  to  all 
nonrenewable  resources  and  not  only  to  energy  revenues  (i.e.,  it 
applied  to  'metallic  and  non-metallic  minerals’,  revenue  category  22, 
as  well  as  to  the  seven  revenue  categories  for  oil  and  natural  gas).  For 
fiscal  year  1976-77,  the  old  and  new  approaches  to  energy  yielded 


186 


RNAS  equalization:  evaluation 


approximately  the  same  amount  of  eligible  energy  revenues  for  the 
formula.  But  beyond  1976-77  the  new  provision  was  far  more 
generous:  one-half  rather  than  one-third  of  any  additional  energy 
revenues  would  now  be  eligible  to  enter  the  formula.  The  federal 
government’s  adoption  of  this  approach  to  equalizing  energy  revenues 
was  rather  surprising,  since  its  initial  position  during  the 
negotiations  leading  up  to  the  1977  fiscal  arrangements  had  been  that 
equalization  payments  were  already  growing  too  rapidly.  The  new 
provision  essentially  ensured  that  equalization  payments  would 
continue  to  rise  rapidly  as  energy  prices  rose  and,  moreover,  that  it 
would  only  be  a  matter  of  time  before  Ontario  became  a  have-not’ 
province. 

The  second  energy-related  provision  in  the  1977  act  was  the 
'resource  cap’  discussed  in  the  previous  chapter.  Under  this  provision, 
the  entitlements  from  all  of  the  resource  categories  (renewable  as  well 
as  nonrenewable)  for  the  seven  traditional  have-not’  provinces  were 
summed;  if  this  total  exceeded  one-third  of  total  equalization,  the 
resource  revenues  eligible  for  equalization  would  be  scaled  down 
proportionately  until  their  share  of  the  whole  fell  to  one-third. 

As  was  noted  earlier,  the  'resource  cap’  never  became  binding 
before  it  was  dropped  from  the  formula  in  1982.  Nevertheless,  two 
problems  implicit  in  this  provision  are  worth  mentioning  here.  One 
relates  to  the  fact  that  the  cap  was  to  apply  in  aggregate  and  not  to 
each  individual  province.  If  the  cap  had  become  binding,  the  ratio  of 
energy-related  equalization  to  total  equalization  for  two  provinces 
(Quebec  and  Manitoba)  would  have  been  well  above  one-third, 
whereas  the  comparable  ratios  for  the  four  Atlantic  provinces  would 
still  have  been  well  below  one-third.  This  would  surely  have  led  to  a 
demand  from  the  Atlantic  Provinces  that  the  cap  be  applied  on  a 
province-by-province  basis:  why  should  they  be  denied  energy-related 
equalization  because  the  Quebec  and  Manitoba  ratios  exceeded  the 
one-third  limit? 

The  second  problem  was  that  the  resource-cap  provision  did  not 
prevent  Ontario  from  becoming  eligible  for  equalization.  Ontario’s 
energy  revenue  entitlements  were  not  included  in  the  calculation 
procedure  for  establishing  the  official  resource  ceiling.  Thus,  Ontario 
could  qualify  for  equalization  even  if  the  actual  amount  of  resource- 
related  equalization  (although  not  the  'official’  amount)  exceeded  the 
one-third  ceiling.  Scarcely  one  year  into  the  new  arrangement  it 
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became  clear  that  Ontario  was  indeed  headed  for  'have-not’  status. 
Ottawa’s  response  was  Bill  C-24. 

Bill  C-24 

Originally  introduced  in  December  1978  as  Bill  C-26,  Bill  C-24 
became  law  early  in  1981.  One  provision  of  this  Bill  was  the  so-called 
'personal  income  override’,  which  is  the  means  by  which  Ontario  has 
been  excluded,  retroactively,  from  receiving  any  equalization 
payments.  This  will  be  dealt  with  later  in  the  chapter. 

A  second  provision  of  Bill  C-24  provided  that  revenue  category  20 
(revenues  from  the  sale  of  Crown  leases)  be  phased  out  of  the 
equalization  program  over  the  fiscal  years  1979-80  to  1981-82.  As  the 
data  in  Table  4.3  reveal,  the  phase-out  was  fully  effected:  no  'revenues 
to  be  equalized’  are  associated  with  this  category.  The  rationale  for 
this  move  is  not  entirely  clear.  On  the  one  hand,  it  reduced  the 

Q 

likelihood  that  the  resource  cap  would  become  binding.  On  the  other, 
it  served  to  reduce  overall  equalization,  which  was  consistent  with  the 
federal  government’s  general  move  toward  restraint  in  this  period.9 
For  example,  preliminary  estimates  indicated  that  revenues  from  this 
source  for  1981-82  totalled  $454  million,  of  which  one-half  or  $227 
million  would  otherwise  have  been  eligible  for  equalization.  This 
would  have  led  to  increased  equalization  flows  of  just  under  $100 
million.  The  reduction  in  equalization  would  have  been  even  larger 
in  1979-80,  when  this  measure  was  first  proposed. 

Another  energy-related  modification  was  introduced  in  1981.  As 
part  of  the  National  Energy  Program,  the  Government  of  Canada 
agreed  to  share  with  Saskatchewan  and  Alberta  50  per  cent  of  the 
existing  export  tax  on  crude  oil  exports.  This  new  category  of 
provincial  revenue  became  eligible  for  equalization;  it  appears  as 
revenue  source  30  in  Tables  4.1  to  4.3.  As  was  noted  in  the  discussion 
of  these  tables,  the  revenues  from  this  source  were  largely  responsible 
for  Saskatchewan’s  ineligibility  for  equalization  payments  in  fiscal 
year  1981-82. 

These,  then,  are  the  principal  modifications  to  the  energy  portion  of 
the  equalization  program  that  were  introduced  in  response  to  the 
dramatic  rise  in  the  world  energy  price  in  1973-74.  They  were 
difficult  to  rationalize  in  terms  of  the  RNAS  equalization  program 
because  they  represented  a  departure  from  the  norm  of  equalizing  all 
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revenues  from  each  tax  source.  As  we  shall  see,  the  RFPS  version  of 
equalization  once  again  brings  all  of  the  energy  revenues  back  into 
the  program.  However,  the  manner  in  which  it  does  so  is  such  that 
energy  revenues  account  for  a  very  small  portion  of  overall 
equalization  payments.  But  this  is  a  subject  for  Part  VI  of  this  study. 

The  remainder  of  this  section  focuses  on  the  quantitative  impact  on 
equalization  of  the  above  measures. 

Estimates  of  the  financial  implications  of  the  energy -related  changes  to 
equalization 

What  would  the  level  of  equalization  for  fiscal  year  1981-82  have  been 
if  none  of  the  above  energy-related  provisions  had  been  adopted?  This 
question  can  be  answered  from  the  data  in  Tables  4.2  and  4.3,  with  the 
addition  of  some  estimate  of  the  revenues  associated  with  category  20, 
the  sale  of  Crown  leases.  (Revenues  for  this  category  have  been  set 
equal  to  zero  for  purposes  of  these  tables,  since  by  1981-82  they  had 
been  phased  out  by  Bill  C-24.)  Somewhat  arbitrarily,  these  revenues 
are  assumed  to  be  $700  million,  or  roughly  70  per  cent  of  their 
estimated  value  for  1982-83. 

The  calculations  involved  can  be  broken  into  two  parts: 

—  Resource  revenues  would  be  equalized  in  full.  This  means  that  the 
values  for  equalization  for  the  six  receiving  provinces  from  Table  4.3 
for  categories  16  through  22  plus  30  must  be  added  in  again.  For 
category  20,  the  fiscal  deficiencies  of  the  six  provinces  are  multiplied 
by  $700  million,  the  assumed  value  of  revenues  from  the  sale  of  Crown 
leases. 

sub-total:  $1,327  million 

—  Ontario  would  receive  equalization.  Ontario’s  entitlements  for 
1981-82  would  be  included  (i.e.,  350  million  from  Table  4.3).  In 
addition,  one  must  add  in  again  Ontario’s  equalization  entitlements 
for  categories  16  through  22  in  order  that  resource  revenues  be 
equalized  in  full.  Finally,  Ontario’s  equalization  from  category  20 
must  be  added. 

sub-total:  $1,520  million 

TOTAL:  $2,847  million 
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Thus,  in  the  absence  of  any.  of  the  energy-related  modifications, 
equalization  payments  for  1981-82  would  have  been  nearly  $3  billion 
higher  than  the  actual  level  of  $4.61  billion.  Moreover,  at  the  margin 
the  equalization  program  would  have  been  extremely  costly:  for  each 
additional  dollar  of  provincial  resource  revenue  ( particularly  for 
energy ),  the  cost  to  Ottawa  in  terms  of  increased  equalization  payments 
would  have  averaged  about  75  cents;  that  is  ,  the  population  share  of  the 
six  recipient  provinces  plus  Ontario.  Small  wonder  that  the  federal 
government  moved  to  minimize  the  impact  of  energy  revenues  on  the 
equalization  formula. 

However,  even  with  these  modifications  in  place  energy  revenues 
still  represented  a  significant  problem  for  the  RNAS  equalization 
program,  particularly  since  domestic  energy  prices  were  scheduled  to 
increase.  What  follows  is  an  analysis  of  the  impact  on  RNAS 
equalization  of  a  $1  per  barrel  rise  in  the  price  of  oil  (and  an 
equivalent  rise  in  the  price  of  natural  gas).  The  data  employed  refer  to 
fiscal  year  1979-80.  What  is  more  important,  the  results  relate  to  the 
period  before  the  introduction  of  the  National  Energy  Program  (NEP). 
A  short  discussion  of  the  NEP  itself  will  come  later. 

The  impact  of  a  $1  per  barrel  increase  in  the  price  of  domestic  energy 10 

Table  5.1  presents  data  relating  to  the  impact  on  the  RNAS 
equalization  formula  of  a  $1  per  barrel  increase  in  the  domestic  price 
of  oil  and  a  heat-equivalent  increase  in  the  domestic  price  of  natural 
gas  (15  cents  per  MCE).  As  noted  above,  these  data  relate  to  fiscal 
year  1979-80. 

Row  B.l  of  Table  5.1  presents  estimates  of  the  costs  by  province  and 
in  total  that  resulted  from  each  $1  increase  in  the  price  of  domestic 
fossil  energy  in  1979-80.  The  total  transfer  to  the  energy  sector  was 
roughly  $900  million.  Ontario’s  share  of  the  total  cost  was  $323.2 
million. 11 

Row  B.2  presents  an  estimate  of  the  royalties  that  went  to  the 
producing  provinces.  Underlying  these  figures  is  the  assumption  that 
total  revenues  from  the  price  increase  amount  to  $1  billion. 
Remember  that  these  figures  refer  to  a  period  before  the  introduction 
of  the  NEP  in  1980.  Under  the  royalty  arrangements  that  were  in 
place  in  1979-80,  roughly  42  per  cent  of  the  total  industry  revenue  of 
$1  billion  accrued  to  the  provinces.  Thus  the  figure  of  $420.8  million 
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in  the  total  column  for  row  B.2.  Of  this  total,  $361.8  million  accrued  to 
Alberta.  The  remaining  $600  million  accrued  principally  to  the 
energy  industry.  Perhaps  10  per  cent  went  to  Ottawa,  although  given 
sufficient  exploration  expenditure  Ottawa’s  revenues  from  energy- 
derived  corporate  taxes  could,  under  the  pre-NEP  arrangements,  fall 
to  little  more  than  zero.  Both  the  industry  and  the  federal 
government  figures  are  omitted  from  Table  5.1. 

Row  B.3  contains  the  equalization  entitlements  that  arose  from  the 
royalty  increase.  One-half  of  the  $420.8  million  was  eligible  for 
equalization  and  this  amount  generated  equalization  flows  (based  on 
1979-80  fiscal  capacities)  of  $78.1  million.  Ontario  was  excluded 
(retroactively,  under  Bill  C-24)  from  receiving  equalization. 

Row  B.4  attempts  to  answer  the  following  question:  where  did  the 
money  come  from  to  pay  for  this  $78.1  million  equalization  bill?  The 
answer,  of  course,  is  that  it  came  from  the  taxpayers.  In  particular, 
since  the  federal  government  funded  the  program,  the  monies  came 
from  taxpayers’  contributions  to  the  federal  coffers.  Row  A.l  of  Table 
5.1  presents  a  rough-and-ready  allocation  of  federal  revenue  by 

i  9 

province  in  the  pre-NEP  period.  As  the  figures  indicate,  taxpayers 
in  Ontario  accounted  for  about  39  per  cent  of  Ottawa’s  revenues,  while 
taxpayers  in  Alberta  accounted  for  12  per  cent.  Utilizing  these 
percentages,  row  B.4  allocates  the  funding  for  the  $78.1  million 
equalization  bill  across  the  provinces. 

The  last  row  of  the  total  presents  a  'net  balance’,  defined  as  the 
benefits  to  'provinces’  of  the  energy-price  increase  (rows  B.2  and  B.3) 
less  the  costs  (rows  B.l  and  B.4).  In  fact,  this  net  balance  figure  is 
something  of  a  ’hybrid’,  in  that  the  benefits  relate  to  flows  to 
provincial  treasuries  whereas  the  costs  pertain  to  burdens  borne  by 
citizens  of  a  province  either  through  direct  spending  on  energy  (row 
B.l)  or  through  additional  tax  burdens  occasioned  by  increased 
equalization  (row  B.4).  In  any  case,  the  results  are  quite  dramatic. 
The  net  benefit  to  the  province  of  Alberta  of  each  $1  per  barrel 
increase  in  the  price  of  domestic  energy  was  $229  million.  By 
contrast,  the  net  loss  to  the  citizens  of  Ontario  was  $352.3  million! 

Of  immediate  interest  here  is  the  impact  that  rising  energy  prices 
had  on  equalization — the  increase  in  federal  equalization  payments  of 
$78.1  million  for  each  dollar  rise  in  domestic  energy.  However,  there 
were  two  important  offsets  to  this  figure.  First,  at  a  fixed  world  price 
level,  for  each  dollar  that  the  domestic  well-head  price  increased, 
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Ottawa’s  expenditures  on  oil-import  compensation  fell.  Gross 
compensable  oil  imports  for  1981  were  in  the  neighbourhood  of  130 
million  barrels.  Thus  for  each  dollar  rise  in  the  price  of  domestic 
energy,  Ottawa’s  compensation  expenditures  fell  by  $130  million, 
assuming  no  change  in  the  world  price.  Hence,  actual  gains  from  this 
aspect  of  raising  the  domestic  price  exceeded  the  resulting 
equalization  payments. 

Second,  and  more  important,  the  results  in  Table  5.1  focus  on  only 
one  side  of  the  energy  price  issue,  namely  the  implications  of  a  rise  in 
the  domestic  energy  price.  It  could  as  easily  be  shown  that  the  amount 
by  which  the  domestic  price  fell  short  of  the  world  price  represented  a 
cost  to  the  producing  province  and  a  benefit  to  provincial  residents. 
Since  domestic  prices  were  well  below  world  levels  in  1979-80,  the 
signs  associated  with  the  'net  balance’  figures  in  row  B.5  would,  by 
this  reckoning,  be  reversed. 

In  spite  of  the  very  controversial  nature  of  the  exercise,  the 
conclusion  is  clear  enough.  The  pricing  policy  with  respect  to  energy 
does  generate  massive  interprovincial  redistributions  of  income  and 
wealth.  Moreover,  energy  pricing  had  substantial  implications  not 
only  for  equalization  flows  but  also  for  the  manner  in  which  the 
program  was  funded,  an  issue  which  I  shall  now  address. 

THE  FUNDING  OF  EQUALIZATION  PAYMENTS 

Closely  associated  with  the  role  of  energy  in  the  RNAS  equalization 
program  were  issues  relating  to  the  funding  of  the  system.  Table  5.1 
casts  one  of  these  issues  in  bold  relief.  In  1979-80  each  $1  per  barrel 
increase  in  the  price  of  domestic  energy  generated  nearly  a  billion 
dollars  of  extra  expenditures  on  the  part  of  Canadian  citizens  and  in 
the  process  added  over  $323  million  to  Alberta’s  coffers.  In  turn,  this 
revenue  generated  $78.1  in  equalization  payments  under  the  RNAS 
formula.  Ontario  was  disallowed  by  Bill  C-24  from  receiving  its 
equalization  flow  of  $75.4  million  from  this  oil  price  increase  (the 
bracketed  figure  for  Ontario  in  row  B.3),  yet  its  citizens  were  called 
upon  to  contribute  $30.2  million  toward  the  funding  of  the  energy¬ 
generated  equalization  (row  B.4). 

Elsewhere,  I  have  referred  to  this  as  the  ’funding  inequity’ 
associated  with  the  RNAS  formula  (Courchene  1980,  129).  Basically 
it  arose  because  Ottawa  agreed  to  equalize  revenues  the  bulk  of  which 
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were  not  under  its  own  control.  This  situation  did  not  arise  for  income 
taxes,  for  example.  Suppose  that  one  province’s  income  tax  base 
increased  and  its  tax  revenues  rose.  This  led  to  additional 
equalization.  However,  since  the  income  tax  base  was  shared  with 
Ottawa,  the  latter’s  receipts  from  this  province  also  rose.  There  was, 
therefore,  a  rough-and-ready  correspondence  between  the  provincial 
source  of  the  increased  equalization  and  the  source  of  Ottawa  s  revenue 
increases.  Before  the  introduction  of  the  NEP,  this  was  not  the  case 
with  energy.  Oil  and  natural  gas  royalties  were  piling  up  in  Alberta 
and  generating  increased  equalization.  But  Ottawa’s  share  in  these 
revenues  was  quite  minimal.  One  result  was  that  Ontario  residents 
were  called  upon  to  contribute  38.87  per  cent  (row  A.l  of  Table  5.1)  of 
the  additional  equalization  cost  of  Alberta’s  energy  revenue  bonanza. 

Not  all  analysts  will  be  happy  with  this  approach  to  the  costs  and 
benefits  of  RNAS  equalization.  After  all,  Canadians  with  the  same 
income  and  family  status  contribute  identical  amounts  to  the  program's 
funding,  regardless  of  their  province  of  residence.  This  was  so  because 
federal  taxes  do  not  discriminate  by  province  of  residence.  On  this 
basis,  there  was  no  funding  inequity.  In  general,  I  agree  that  it  can  be 
a  misleading  and  mischievous  exercise  to  attempt  to  sort  out  the  costs 
and  benefits  by  province  of  all  of  Ottawa’s  programs.  However,  energy 
royalties  are  very  much  a  special  case,  and  I  believe  that  they  do  pose 
an  important  funding  issue. 

To  this  point,  the  discussion  might  be  labelled  'the  Ontario 
position’.  Certainly,  the  Government  of  Ontario  saw  the  matter  in  a 
similar  light: 

The  above  problems,  taken  together  [the  reference  is  to  issues 
of  the  sort  discussed  above]  were  seen  to  involve  a  funding 
inequity.  On  the  one  hand,  the  Province  of  Ontario  was 
excluded  from  receiving  equalization.  On  the  other  hand,  by 
virtue  of  the  structure  of  federal  taxation,  the  Ontario 
economy  was  being  called  upon  to  finance  increased 
equalization  to  the  traditional  recipient  provinces  caused  by 
increased  oil  and  gas  revenues  in  the  producing  provinces.  In 
other  words,  through  the  equalization  program,  a  measure  of 
energy  revenue  recycling  was  taking  place,  but  it  was  being 
done  inadvertently  and  unfairly.  Ontario  suggested,  as  a 
possible  solution,  that  consideration  be  given  either  to  an 
interprovincial  resources  fund  financed  by  resource-rich 
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provinces  that  would  operate  in  tandem  with  a  reformed 
program  of  basic  equalization,  or  a  system  of  'negative 
equalization’  which  would  likewise  involve  contributions  from 
the  wealthy  provinces.  (Ontario  1981,  1 8) 1 3 


Both  of  these  'proposals’  by  Ontario  will  be  treated  in  the  'menu’  of 
alternatives  to  the  RNAS  program  that  appears  in  Part  V  of  this 
monograph.  It  is  interesting  to  note  that  Ontario  viewed  its 
willingness  to  accept  exclusion  under  Bill  C-24  as  a  quid  pro  quo  for 
future  reform  of  the  equalization  program: 

For  its  part,  the  Government  of  Ontario  chose  not  to  press  for 
its  'national’  equalization,  recognizing  that  its  entitlements 
reflected  a  problem  with  the  formula,  not  an  inability — as  the 
program  objectives  strive — 'to  provide  comparable  levels  of 
public  service  at  tax  rates  that  are  not  unduly  high’.  It  was, 
nevertheless,  made  clear  that  Ontario’s  acceptance  of  the 
special  override  on  its  entitlements  was  conditional  on  the 
program  being  reformed  in  1982  as  part  of  an  overall  solution 
to  Canada’s  problem  of  regional  fiscal  imbalances.  (Ibid.,  17- 
18) 


In  general,  this  so-called  funding  issue  was  closely  related  to 
efficiency  concerns  with  respect  to  equalization.  If  energy  royalties 
are  the  principal  source  of  differences  in  NFBs  across  provinces,  the 
efficiency  argument  in  Chapter  3  would  call  for  some  sort  of 
interprovincial  revenue  sharing  in  order  that  they  be  equalized.  Yet 
the  funding  of  the  increased  equalization  associated  with  the  rise  in 
domestic  energy  prices  might  well  have  exacerbated  the  differences  in 
NFBs  across  provinces.  Indeed,  Purvis  and  Flatters,  writing  in  the 
pre-NEP  period,  concluded  on  the  basis  of  a  somewhat  similar  set  of 
concerns  that  'under  current  ownership  rights  and  federal-provincial 
fiscal  arrangements  any  increases  in  domestic  oil  prices  will  increase 
the  inefficiency  in  the  regional  allocation  of  resources  (labour)  in 
Canada’  (Purvis  and  Flatters  1980,  147). 

If  this  was  the  'Ontario  position’,  there  was  also  an  'Alberta 
position’  that  merits  airing. 
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An  r Alberta  position  on  funding 14 

The  very  same  table  that  was  used  to  provide  evidence  for  the  so- 
called  funding  inequity  can  also  be  employed  to  provide  a  stout 
defence  of  Alberta’s  contribution  to  the  economic  well-being  of  the 
federation  in  the  years  following  the  sudden  rise  in  world  energy 
prices.  Row  B.2  of  Table  5.1  indicates  that  in  1979-80  Alberta  stood  to 
gain  roughly  $360  million  from  each  $1  increase  in  the  price  of  energy. 
However,  as  noted  above,  this  is  also  the  revenue  it  was  obliged  to 
forgo  for  each  $1  that  the  price  was  not  increased.  Given  world  prices 
in  1979-80  (over  $20  above  the  domestic  well-head  price),  the  forgone 
provincial  revenues  at  unchanged  production  levels  amounted  to  over 
$7  billion  per  year.  Moreover,  estimates  emanating  from  Alberta 
suggest  that  by  1980  the  province  had  already  'subsidized’  Canadian 
consumers  to  the  extent  of  some  $30  billion.  Of  course,  this  view  of  the 
matter  assumes  that  the  world  price  is  the  appropriate  opportunity 
cost  for  Alberta’s  energy,  an  assumption  that  I  accept.  Even  given  a 
reference  point  lower  than  the  world  price  (and  Alberta  was  prepared 
to  accept  something  less  than  the  world  price),  the  dollar  value  of  the 
transfers  made  during  the  1970s  remains  truly  staggering.  In  the  face 
of  this  massive  transfer  of  purchasing  power  to  the  rest  of  Canada,  it  is 
difficult,  to  say  the  least,  to  argue  that  Alberta  did  not  contribute  its 
fair  share  to  the  funding  of  equalization,  broadly  defined. 

However,  there  are  really  two  conceptually  separate  issues  here, 
although  they  are  no  doubt  related  in  practice.  One  has  to  do  with 
how  equalization  should  be  funded.  The  other  has  to  do  with  who  has 
the  right  to  resource  revenues.  In  my  view  there  is  no  question  that, 
under  the  constitution,  Alberta  has  the  right  to  control  its  own 
resources.  Does  this  mean  that  it  also  has  the  right  to  control  all  the 
revenues  arising  from  these  resources?  The  answer  to  this  question  is 
probably  no.  An  analogy  may  be  appropriate.  I  have  control  over  my 
supply  of  labour.  In  the  extreme,  I  can  decide  not  to  work.  Similarly, 
Alberta  can  decide  to  turn  down  the  energy  taps  (as  it  did  in  1981). 
But  if  I  decide  to  seek  gainful  employment  I  am  subject  to  both  federal 
and  provincial  taxes  on  my  labour  income.  Much  the  same  case  might 
be  made  with  respect  to  the  resource  provinces:  ownership  of  the 
resources  does  not  necessarily  imply  that  the  provinces  have  the  right 
to  all  revenues  arising  from  the  production  of  oil  and  gas,  except 
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perhaps  to  the  extent  that  they  are  shielded  by  Section  125  of  the 
constitution. 

In  any  event,  it  was  very  clear  by  the  end  of  the  1970s  that  the 
federal  government  intended  to  collect  a  larger  share  of  the  energy 
royalties.  The  existing  scheme,  whereby  Ottawa  offered  generous 
write-offs  for  exploration  and  development  only  to  find  that  when  oil 
and  gas  reached  the  production  stage  the  provinces  captured  the 
royalties,  was  deemed  unacceptable.  The  federal  government’s 
remedy  was  the  NEP. 

THE  NATIONAL  ENERGY  PROGRAM 

The  NEP  was  introduced  in  the  fall  of  1980  and  the  follow-up  bilateral 
agreements  between  the  federal  government  and  the  energy- 
producing  provinces  were  signed  in  the  fall  of  1981.  What  effect,  if 
any,  the  energy  problems  associated  with  the  equalization  program 
had  on  the  formulation  of  the  NEP  I  leave  to  the  reader  to  sort  out. 
However,  the  NEP  and  the  subsequent  bilateral  agreements  have  had 
an  effect  on  the  equalization  program.  Table  5.2  reproduces  the 
revenue-sharing  estimates  that  arose  out  of  the  'Memorandum  of 
Agreement’  between  Ottawa  and  Alberta.  The  two  governments  also 
agreed  to  a  schedule  of  price  increases  for  conventional  oil,  under 
which  the  domestic  well-head  price  would  rise  from  $19.00  in  the  early 
fall  of  1981  to  $57.75  by  1  July  1986.  Given  the  current  state  of  the 
world  market  for  energy,  it  is  generally  conceded  that  both  the 
scheduled  price  increases  and  the  revenue-sharing  estimates  are 
probably  very  much  on  the  high  side.  Nonetheless,  we  shall  focus  on 
the  data  in  Table  5.2  in  order  to  derive  some  implications  for  the 
RNAS  equalization  program  (recognizing  that  this  will  present  only  a 
partial  picture  since  the  similar  agreements  with  other  energy- 
producing  provinces  are  ignored).  Two  such  implications  seem 
important. 

1  Let  us  assume  that  over  the  five-year  period  Alberta  will  receive 
$60  billion  in  royalties.  Under  the  RNAS  formula,  one-half  of  this 
total  would  enter  the  formula.  The  resulting  equalization  flows  would 
total  roughly  $12  billion  over  the  five-year  period  (calculated  by 
multiplying  the  population  share  of  the  six  recipient  provinces — i.e., 
40  per  cent — by  the  $30  billion).  The  Hows  would  average  to  $2.4 
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TABLE  5.2 

Revenue-sharing  estimates,  1981-86  (billionsof dollars) 


Government  of  Canada 

Canadianization  levy 

1.4 

Natural  gas  and  gas  liquids  tax 

12.5 

Oil  export  tax 

0.2 

Incremental  oil  revenue  tax 

6.2 

Net  petroleum  and  gas  revenue  taxa 

14.3 

Corporate  income  tax 

19.7 

Surplus  petroleum  compensation  charge^ 

- 

SUB-TOTAL 

54.3 

Government  of  Alberta 

Royalties  and  freehold  tax 

61.2 

Alberta  incentive  programs0 

(4.2) 

Oil  export  tax 

.2 

Corporate  income  tax 

3.9 

Land  payments 

8.1 

Petroleum  incentive  payments 

(4.3) 

Canadianization  grants  for  synthetic  oil 

(0.6) 

SUB-TOTAL 

64.3 

Industry 

Cash  flow 

73.7 

Operating  costs 

23.7 

Petroleum  incentive  payments 

4.3 

Land 

(8.1) 

Canadianization  grants  for  synthetic  oil 

0.6 

SUB-TOTAL 

94.2 

TOTAL  REVENUES 

212.8 

a  Petroleum  and  gas  revenue  tax  less  Government  of  Canada  PIP  grants. 

^  'Surplus  petroleum  compensation  charge’  is  any  revenue  accruing  to  the  Government 
of  Canada  in  excess  of  the  amount  required  to  finance  oil  import  compensation  and 
oil  qualifying  for  the  new  oil  reference  price. 

c  Includes  Alberta  drilling  and  geophysical  incentives,  new  oil  and  gas  royalty 
holidays,  and  enhanced-recovery  royalty  relief. 

SOURCE:  'Memorandum  of  Agreement  Between  the  Government  of  Canada  and  the 
Government  of  Alberta  Relating  to  Energy  Pricing  and  Taxation’,  l  September  1981, 
Table  3. 
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billion  per  year,  although  given  the  price-increase  schedule  they 
would  be  much  higher  in  fiscal  year  1985-86  than  they  would  be  in 
1982-83.  By  comparison,  energy-associated  equalization  flows  for 
1981-82  amounted  to  approximately  $1  billion  (see  Table  4.3).  Thus,  if 
the  old  equalization  formula  were  still  in  effect,  the  NEP  would  mean 
a  hefty  increase  in  energy-associated  equalization  flows  (assuming 
that  the  resource  ceiling  did  not  become  binding),  though  the  increase 
would  be  a  good  deal  larger  if  the  NEP  did  not  assign  such  a 
substantial  portion  of  energy  revenues  to  Ottawa. 

2  Ottawa’s  share  of  revenues  from  energy  has  increased  dramatically 
since  the  introduction  of  the  NEP.  Thus,  if  the  RNAS  formula  still 
applied,  one  might  argue  that  the  'funding  inequity’  referred  to  earlier 
was  no  longer  as  important  an  issue  as  it  had  been  prior  to  the  NEP, 
since  the  federal  government  would  now  get  energy  revenues 
sufficient  to  cover  the  resulting  equalization.  However,  if  Ontario 
remained  excluded  from  receiving  equalization,  the  efficiency 
problems  associated  with  equalization  would  certainly  be 
exacerbated.  I  shall  argue,  particularly  in  Part  VI  below,  that 
considerations  such  as  these  played  an  important  role  in  the  design  of 
the  new  (1982-87)  equalization  program. 

At  this  juncture,  some  perspective  on  the  post-1974  interaction 
between  equalization  and  energy  may  be  appropriate.  In  the  wake  of 
the  first  oil-price  hike  in  the  early  1970s,  the  federal  government 
raised  domestic  energy  prices  only  after  it  unilaterally  altered  the 
equalization  formula  so  as  to  mitigate  the  impact  of  increased 
provincial  energy  revenues  on  equalization  flows.  In  the  wake  of  the 
second  (1979-80)  world  energy-price  shock  the  initial  federal 
initiatives  went  the  other  way — they  ensured  that  the  federal  govern¬ 
ment  received  a  much  larger  share  of  any  further  domestic  price 
increase.  However,  the  equalization  program  was  once  again  altered. 
As  will  be  detailed  in  Part  VI  below,  the  workings  of  the  new  RFPS 
formula  are  such  that  even  if  Alberta’s  energy  revenues  were  to  rise 
substantially,  this  would  have  a  minimal  impact  on  equalization 
payments.  To  phrase  this  somewhat  differently,  a  new  series  of 
domestic  energy  price  hikes  could  now  be  accommodated  with  little 
spillover  in  terms  of  equalization  flows. 
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THE  ARBITRARY  EXCLUSION  OF  ONTARIO: 

THE  PERSONAL  INCOME  OVERRIDE 

The  final  item  to  be  dealt  with  in  connection  with  the  characteristics 
and  problems  of  the  RNAS  version  of  equalization  is  the  decision  to 
make  Ontario  ineligible  to  receive  equalization  payments.  In  terms  of 
the  equalization  formula,  Ontario  qualified  as  a  'have-not’  province 
for  each  year  of  the  five-year  period  during  which  the  1977  Fiscal 
Arrangements  Act  applied— -that  is,  fiscal  years  1977-78  through 
1981-82.  The  reason  for  Ontario’s  fall  into  the  fhave-nof  category  is 
obvious  from  Table  4.3.  In  fiscal  year  1981-82,  the  province’s  positive 
entitlements  from  the  energy-revenue  categories  exceeded  its 
negative  entitlements  from  categories  such  as  personal  and  business 
income  taxes,  in  respect  of  which  it  had  been  traditionally  a  'rich’ 
province.  Not  evident  from  this  table,  however,  is  another  reason  why 
Ontario  ended  up  with  an  overall  positive  entitlement  of  $350  million 
for  1981-82.  Ontario’s  share  of  personal  income  and  business  income 
taxes,  while  still  above  the  national  average  in  1981-82,  had  declined 
rather  dramatically  over  the  preceding  few  years.  In  the  mid-1970s, 
Ontario  had  a  fiscal  capacity  excess  for  personal  income  taxes  on  the 
order  of  9  per  cent  and  for  business  income  taxes  of  over  7  per  cent. 
From  Table  4.2,  the  corresponding  1981-82  figures  are  3.25  per  cent 
and  0.98  per  cent.  In  other  words,  the  westward  drift  of  economic 
activity  has  left  Ontario  no  longer  as  'rich’  as  it  once  was,  even  in 
terms  of  the  nonenergy  sources.  This  state  of  affairs  was  revealed  in 
Tables  4.5  through  4.7. 

These  two  factors  (which  are,  of  course,  interrelated)  have  made 
Ontario  a  member  of  that  distinctively  Canadian  club — the  'have-not’ 
provinces.  However,  under  Bill  C-24,  which  was  signed  into  law  in 
early  1981,  Ontario  is  excluded  retroactively  from  receiving  any 
equalization  payments.  The  thrust  of  Bill  C-24  is  that  no  province  is 
eligible  to  receive  equalization  flows  if  its  personal  income  per  capita 
exceeds  the  national  average  personal  income  per  capita  in  the 
current  year  and  the  pervious  two  years.  In  effect,  this  bill  applies 
only  to  Ontario.  Indeed,  it  was  specifically  designed  for  this  purpose. 
In  the  equalization  parlance,  this  provision  has  come  to  be  known  as 
the  'personal  income  override’. 

The  fact  that  a  bill  passed  in  1981  should  apply  retroactively  to  as 
far  back  as  fiscal  year  1977-78  becomes  understandable  once  it  is 
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recognized  that  it  did  not  become  clear  until  well  into  1978  that 
Ontario  was  likely  to  be  classified  as  a  'have-not’  province  for  fiscal 
year  1977-78. 15  Almost  immediately,  the  federal  government 
introduced  a  bill  similar  to  Bill  C-24  (it  was  then  called  Bill  C-26). 
The  bill  received  first  reading  on  at  least  one  occasion,  but  the  federal 
elections  of  1979  and  1980  prevented  it  from  becoming  law  until  early 
1981. 

The  costs  to  Ontario  of  this  provision  were  rather  substantial.  In 
his  1981  budget,  Ontario  treasurer  Frank  Miller  noted  that  the 
personal  income  override  has  deprived  Ontario  of  the  following 
entitlements  (Ontario  1981,  footnote  6): 


1977-78 

$ 

113  million 

1978-79 

$ 

296  million 

1979-80 

$ 

464  million 

1980-81 

$ 

265  million 

1981-82 

209  million 

total 

$  1,347  million 

This  is  a  large  amount  indeed,  and  yet  it  is  probably  a  substantial 
underestimate.  More  recent  estimates  of  Ontario’s  entitlements  are 
much  larger  (e.g.,  from  Table  4.3  the  estimate  for  1981-82  is,  as  noted 
above,  $350  million  rather  than  the  $209  million  announced  by  the 
Ontario  treasurer).  In  order  to  put  these  figures  in  perspective,  it  is 
instructive  to  note  that  the  10  per  cent  increase  in  Ontario’s  personal 
income  tax  rates  from  44  per  cent  to  48  per  cent  (also  introduced  as 
part  of  the  1981  budget)  was  estimated  to  yield  $450  million  in  fiscal 
1981-82. 

For  our  purposes,  however,  the  issue  is  not  whether  the  amounts 
involved  are  large.  Rather  it  is  the  principle  involved.  It  may  indeed 
be  desirable  to  design  an  equalization  program  for  Canada  that  does 
not  have  Ontario  as  a  recipient  province  (and  the  new  RFPS  approach 
does  precisely  this!).  However,  the  personal  income  override  was  an 
untenable  means  to  this  end.  Not  only  was  it  arbitrary,  but  it  called 
into  question  the  whole  rationale  of  the  program.  Neither  in  theory 
nor  in  practice  does  equalization  have  anything  to  do  with  personal 
income  disparities  across  provinces.  (Whether  it  should  is  an 
important  and  intriguing  question — one  that  will  be  addressed  later 
in  the  study.)  Rather,  equalization  has  to  do  with  ensuring  that 
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provinces  have  access  to  a  generally  accepted  level  of  revenues.  On 
this  score,  Ontario  clearly  falls  short  (as  Tables  4.5  to  4.7  make  very 
apparent).  Making  Ontario  ineligible  to  receive  equalization 
payments  by  resorting  to  the  personal  income  override  introduced  yet 
another  arbitrary  feature  into  the  already  beleaguered  RNAS 
approach.  In  short,  the  increasing  degree  of  arbitrariness  associated 
with  the  formula  was  both  undermining  confidence  in  the  program 
and  obscuring  its  underlying  philosophy. 

On  the  other  hand,  it  is  also  clear  that  a  formula  under  which 
traditionally  'rich’  Ontario  became  a  recipient  of  equalization  would 
also  undermine  Canadians’  confidence  that  the  program  was  serving 
an  equitable  goal.  Interestingly  enough,  Ontario’s  own  position,  as 
quoted  above,  was  that  it  ought  to  be  excluded.  The  province  argued 
that  any  equalization  program  under  which  it  became  a  recipient  was 
obviously  flawed  by  overequalization — that  is,  it  was  far  too  generous 
a  scheme.  Ontario  also  argued  that  in  return  for  its  being  excluded, 
the  program  should  be  redesigned  in  order  to  allow  the  resource-rich 
provinces  to  contribute  their  fair  share  to  the  funding  of  equalization. 

Thus,  Ontario  felt  that  it  was  being  discriminated  against  in  a 
twofold  manner:  it  was  not  eligible  to  receive  equalization,  yet  it  was 
called  upon  to  fund  a  disproportionate  share,  relative  to  the  resource 
provinces,  of  the  costs  of  the  program.  This  posed  a  difficult  problem 
for  those  charged  with  the  design  of  a  new  equalization  program.  If 
Ontario  was  to  be  excluded  from  receiving  payments,  this  had  to  be 
done  in  a  manner  consistent  with  the  internal  workings  of  the 
program.  The  obvious  approach  was  to  make  Ontario  the  'standard’ 
for  equalization;  that  is,  all  provinces’  revenues  would  be  brought  up 
to  the  Ontario  per  capita  level.  By  definition,  this  arrangement  would 
exclude  Ontario  from  being  a  recipient  province.  As  we  shall  see,  a 
scheme  of  this  sort  was  in  fact  the  federal  government’s  initial 
solution  to  the  problem  of  designing  a  new  equalization  formula. 
After  much  prodding  from  the  provinces,  Ottawa  dropped  the  proposed 
'Ontario  standard’  in  favour  of  the  RFPS  formula,  which  also  excludes 
Ontario. 

CONCLUSION 

This  completes  the  description  and  evaluation  of  the  RNAS  approach 
to  equalization.  The  foregoing  analysis  is  important  in  its  own  right. 
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However,  it  is  also  important  because  it  provides  the  backdrop  needed 
for  an  adequate  understanding  of  the  RFPS  approach,  since  the  latter 
program  was  designed  in  part  to  address  those  aspects  of  the  RNAS 
approach  that  were  a  cause  for  concern. 

To  conclude  Part  IV,  it  is  instructive  to  reiterate  those  aspects  of  the 
RNAS  that  could  be  viewed  as  particularly  troublesome  and, 
therefore,  generated  pressure  for  a  reform  of  equalization. 

—  The  program  costs  were  being  driven  by  energy  revenues.  Might  an 
alternative  scheme  be  able  to  limit  the  impact  on  equalization  of  any 
further  rise  in  energy  prices? 

—  The  RNAS  system  no  longer  treated  all  revenue  sources  in  an 
identical  manner;  that  is,  only  50  per  cent  of  nonrenewable  resource 
revenues  were  eligible  to  enter  the  formula.  Moreover,  because  100 
per  cent  of  revenues  from  renewable  resources  entered  the  formula, 
the  provinces  had  an  incentive  to  develop  nonrenewable  rather  than 
renewable  resources. 

—  If  it  is  deemed  appropriate  to  exclude  Ontario  from  equalization, 
should  this  not  be  accomplished  by  the  formula  itself  rather  than  via 
some  deus  ex  machina ? 

—  Had  the  time  not  come  to  include  all  provincial  and  local  revenues 
in  the  equalization  formula? 

—  Were  there  not  preferable  ways  to  fund  equalization? 


There  were,  of  course,  a  number  of  other  concerns,  relating  to  such 
matters  as  the  appropriate  definitions  of  tax  bases  and  the  'strategic’ 
problems  alluded  to  earlier.  But  these  were  clearly  secondary  issues. 
However,  what  also  gave  a  substantial  boost  to  the  reform  movement 
was  the  burgeoning  literature  relating  to  the  theory  of  equalization. 
As  was  discussed  in  Part  III,  the  focus  on  equalizing  NFBs  generated 
new  interest  in  interprovincial  revenue-sharing  schemes.  Moreover, 
the  well-publicized  hearings  of  the  Parliamentary  Task  Force  on 
Fiscal  Arrangements  led  to  yet  another  round  of  proposals  for 
equalization.  Therefore,  despite  the  general  view  that  the  RNAS  had 
contributed  to  achieving  the  stated  goals  of  equalization,  the 
pressures  for  revising  the  formula  began  to  dominate. 

The  remainder  of  the  monograph  is  devoted  to  the  manner  in  which 
these  issues  were  resolved.  Part  V  focuses  on  some  alternative  options 
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for  equalization — options  that  for  one  reason  or  another  were  not 
adopted.  However,  each  of  these  alternatives  was  directed  toward 
'solving’  one  or  more  of  the  problems  enumerated  above. 

Part  VI  describes  and  evaluates  the  new  RFPS  equalization 
formula.  Integral  to  this  analysis  is  a  discussion  of  the  'Ontario 
standard’  for  equalization,  the  federal  government’s  original  proposal 
for  an  alternative  to  the  RNAS.  Since  the  various  sections  of  the  study 
are  designed  to  be  relatively  self-contained  (and,  therefore,  embody 
some  repetition),  the  reader  may  wish  to  go  directly  to  the  analysis  of 
the  RFPS  in  Part  VI. 

NOTES 

1  This  section  is  a  nontechnical  recasting  of  an  earlier  analysis  by  Courchene  and 

Beavis,  (1973,  Part  III).  * 

2  It  is  assumed  here  that  the  increase  in  Nova  Scotia’s  tax  rate  will  not  alter  its  tax 
base.  In  other  words,  retail  sales  in  Nova  Scotia  are  assumed  not  to  decline  as  a 
result  of  the  increase  in  the  sales  tax  rate.  This  assumption  is  probably 
unwarranted.  However,  as  long  as  the  percentage  decline  in  the  tax  base  is  less  than 
the  percentage  increase  in  the  tax  rate,  the  qualitative  nature  of  the  results  remains 
unchanged.  The  quantitative  measure  of  the  change  could  be  either  larger  or 
smaller,  since  a  fall  in  the  tax  base  would  lower  revenues  to  be  equalized,  but  it 
would  also  lower  Nova  Scotia’s  share  of  the  tax  base.  These  two  influences  affect  the 
equalization  payment  in  opposite  ways. 

3  This  need  not  always  be  so.  Courchene  and  Beavis  (1973,  493)  provide  a  numerical 
example  in  which  a  province  actually  suffers  a  decrease  in  total  revenues  as  a  result 
of  an  increase  in  one  of  its  tax  bases — that  is,  the  equalization  loss  more  than  offsets 
the  own-revenue  gain.  This  can  happen  if  a  province’s  own  tax  rate  is  considerably 
lower  than  the  national  average  tax  rate. 

4  That  is,  the  dollar  level  of  equalization  will  remain  the  same.  In  per  capita  terms  the 
equalization  flow  will  rise.  The  example  could  have  been  designed  to  leave  the  latter 
unchanged. 

5  In  the  early  1970s,  Parizeau  (at  that  time  the  head  of  University  of  Montreal’s 
Business  School)  gave  a  series  of  lectures  at  the  University  of  Western  Ontario  in 
which  he  noted  that  during  his  stint  as  a  civil  servant  in  Quebec  the  Quebec  cabinet 
would  routinely  ask  for  the  equalization  implications  of  its  alternative  tax  packages 
prior  to  making  the  final  decision.  I  expect  that  most  other  recipient  provinces  did 
the  same. 

6  To  provide  some  insight  into  the  amount  that  Quebec  might  have  recouped,  let  me 
utilize  the  equalization  tables  for  1981-82  in  the  previous  chapter  where  Quebec’s  tax 
base  share  for  spirits  in  1981-82  was  17.46  per  cent  (Table  4.1 ).  Total  revenues  to  be 
equalized  were  $1,083  million.  Assuming  that  Quebec’s  tax  rates  were  identical  to 
those  of  the  other  provinces,  this  would  imply  that  its  tax  revenues  from  this  source 
were  $189.1  million  (i.e.,  17.46  per  cent  of  $1,083  million).  Thus  its  total  revenue 
from  this  source  in  1981-82  was  $287  million — $189.1  million  in  own-source  revenue 
and  $97.9  million  in  equalization  (see  Table  4.3).  If  its  tax  base  were  zero  for  this 
year,  its  fiscal  deficiency  would  be  its  population  share  (26.49  per  cent)  and  total 
revenues  to  be  equalized  would  fall  to  $893.9  million  (i.e.,  $1,083  million  minus 
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Quebec’s  share  of  revenues).  Under  these  assumptions,  Quebec’s  1981-82 
equalization  entitlement  for  this  tax  base  would  equal  $236.8  million.  Thus,  it  would 
recoup  a  large  chunk  of  its  lost  revenues.  If  its  tax  rate  were  lower  than  the  national 
average,  it  would  recoup  an  even  larger  proportion,  and  vice  versa.  Notice  that  the 
entitlements  for  all  other  provinces  would  also  be  altered.  Thus,  from  Table  4.3,  New 
Brunswick  receives  $6.3  million  in  equalization  entitlements  on  the  basis  of  total 
revenues  from  spirits.  If  its  base  share  remained  unchanged,  its  entitlement  would 
fall  by  17.46  per  cent,  since  in  the  absence  of  Quebec’s  revenues  total  revenues  to  be 
equalized  would  fall  by  this  amount.  But  its  share  of  the  base  would  increase  if 
Quebec  had  a  zero  base.  Indeed,  its  fiscal  deficiency  would  fall  from  .58  (from  Table 
4.2)  to  .10.  Hence  its  overall  equalization  would  fall  from  $6.3  million  to  $.89  million 
(i.e.,  .10  per  cent  times  $893.9  million).  Thus,  Quebec’s  gain  would  be  at  the  expense 
of  other  'have-not’  provinces.  Note  that  this  example  is  meant  to  be  illustrative  of 
what  might  have  happened  as  a  result  of  the  Quebec  liquor  strike.  Published  data 
are  such  that  it  is  not  possible  to  figure  out  the  exact  implications  of  the  strike. 

7  This  section  is  essentially  'lifted’from  Courchene  (1980, 1 11-15). 

8  Preliminary  estimates  for  equalization  in  the  late  1970s  did  suggest  that  the  one- 
third  resource  ceiling  might  become  binding. 

9  As  I  have  indicated  elsewhere  (Courchene  1980, 116),  the  elimination  of  this  revenue 
category  came  in  the  wake  of  Prime  Minister  Trudeau’s  efficiency  drive  following  the 
Bonn  Summit  in  mid-1978  and  thus  it  is  possible  to  view  it  as  part  of  the  overall 
program  of  fiscal  restraint  embarked  upon  in  the  fall  of  1978. 

10  This  analysis  is  adopted  from  Courchene  (1980). 

11  This  is  very  close  to  Ontario’s  own  estimate  of  $310  million.  See  Davis  (1979, 5). 

12  An  alternative  set  of  provincial  shares  of  federal  tax  revenues  is  provided  by  the 
Economic  Council  of  Canada  (1982,  Table  2.2).  However,  the  shares  reported  by  the 
Council  do  not  differ  from  the  shares  reported  in  row  A.l  by  enough  to  alter  the 
thrust  of  the  table.  More  generally,  estimates  of  these  provincial  shares  are  now 
provided  by  Statistics  Canada  in  its  occasional  publication  Provincial  Economic 
Accounts. 

13  In  this  passage  provincial  treasurer  Frank  S.  Miller  summarized  comments  he  made 
in  his  1980  budget. 

14  These  are  my  views  of  the  Alberta  position.  They  are  not  meant  to  reflect  the  views  of 
the  Alberta  government. 

15  This  delay  reflects  both  the  lag  associated  with  obtaining  the  final  estimates  for 
equalization  for  any  given  year  and  the  difficulty  of  forecasting  revenues  from  the 
energy  sector. 
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Variations  on  the  RNAS  theme 


Part  VI  of  this  study  will  focus  on  Canada’s  present  equalization 
program,  dealing  first  with  the  'Ontario  standard’,  Ottawa’s  initial 
proposal  for  an  alternative  to  the  RNAS,  and  then  with  the 
'representative  five-province  standard’  (RFPS),  the  program  that 
Parliament  finally  enacted  in  the  spring  of  1982  and  that  will  apply 
for  the  duration  of  the  1982-87  fiscal  arrangements.  The  present  part 
of  the  study  discusses  approaches  to  equalization  that  were  were 
passed  over  by  our  federal  legislators.  Some  of  these  alternative 
schemes,  notably  the  two-tiered  versions  of  equalization,  were 
probably  rejected  on  political  grounds:  the  richer  provinces  were  not 
prepared  to  make  direct  contributions  to  an  equalization  pool,  while 
some  of  the  recipient  provinces  preferred  to  have  equalization  monies 
come  from  the  federal  government  rather  than  receive  them  from 
their  sister  provinces.  Moreover,  the  federal  government  itself 
probably  did  not  look  too  kindly  on  the  two-tier  approach,  given  its 
rising  concern  over  'visibility’.  Other  proposals  were  rejected  for 
reasons  that  can  be  labelled  either  philosophical  or  practical.  For 
example,  adopting  a  'macro’  scheme  would  have  meant  both  a  major 
change  in  the  conceptual  underpinnings  of  the  program  and  a 
significantly  altered  distribution  of  the  equalization  flows  among  the 
recipient  provinces.  Still  other  schemes  probably  foundered  on  their 
sheer  complication,  whether  analytical  or  statistical. 

Despite  this  record  of  rejection,  it  is  highly  revealing  to  focus  on 
these  forgone  options.  For  one  thing,  an  understanding  of  these 
alternatives  enhances  one’s  understanding  of  the  RFPS  equalization 
program  and  the  way  in  which  it  is  designed  to  address  the  series  of 
problems  that  were  deemed  to  plague  the  old  RNAS  version.  Second, 
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the  alternative  schemes  are  of  considerable  interest  in  their  own 
right.  Some  of  them  have  been  kicking  around  in  equalization  circles, 
as  it  were,  for  well  over  a  decade,  and  it  is  of  some  value  to  consider 
what  their  adoption  would  have  implied  for  equalization  in  fiscal  year 
1982-83.  Finally,  as  is  apparent  from  the  theoretical  analysis  of  the 
previous  chapter,  the  economic  theory  relating  to  equalization  is 
evolving  rather  quickly.  Some  of  the  proposals  discussed  in  this 
section  are  more  in  line  with  current  theory  than  is  the  RFPS  scheme, 
and  it  may  be  that  the  equalization  program  of  the  future  will 
incorporate  some  features  of  these  forgone  options.  A  related  point  is 
that  Canada’s  equalization  program  undergoes  a  review  every  five 
years.  Even  though  this  is  only  the  third  year  of  the  present  five-year 
regime,  it  is  not  too  soon  to  prepare  for  the  next  cycle  of  negotiations. 
The  presentation  of  a  broad  array  of  alternatives,  complete  with  their 
numerical  implications  where  these  can  be  given,  should  provide  a 
useful  first  step  in  laying  the  background  for  the  upcoming  dialogue 
relating  to  the  1987  revision  of  equalization. 

Chapter  7  deals  with  what  has  come  to  be  known  as  the  'macro 
formula’  approach  to  equalization.  The  essence  of  this  approach  is  the 
replacement  of  the  thirty-odd  representative  tax  bases  by  a  single  (i.e., 
macro)  tax  base,  normally  some  measure  of  provincial  output  or 
income.  Chapter  8  focuses  on  two-tier  systems,  the  essence  of  which  is 
some  sort  of  interprovincial  revenue-sharing  pool  for  resource 
revenues.  In  addition,  the  chapter  deals  with  some  of  the  many  other 
proposed  alternatives  for  handling  resource  revenues  in  the 
equalization  formula. 

Chapter  9  discusses  a  'fiscal  needs’  approach  to  equalization.  The 
equalization  standard  in  this  scheme  represents  a  rather  literal 
interpretation  of  what  might  constitute  'reasonably  comparable  public 
services’,  the  phrase  used  in  the  new  constitutional  provision  for 
equalization.  In  effect,  this  approach  focuses  directly  on  equalizing 
expenditure  needs  of  the  provinces  in  relation  to  their  revenue  means. 
This  is  in  contrast  to  all  the  other  approaches  in  the  study,  which  in 
effect  equalize  provincial  revenues. 

Finally,  Chapter  10  provides  a  link  between  these  forgone  options 
and  the  new  equalization  formula.  It  deals  with  the  equalization 
proposals  of  the  Parliamentary  Committee  on  Federal-Provincial 
Relations  and  to  a  lesser  degree  those  of  the  Economic  Council  of 
Canada. 
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The  remainder  of  the  present  chapter  briefly  considers  yet  another 
set  of  alternatives,  namely  those  that  would  have  maintained  the 
RNAS  approach. 

MAINTAINING  THE  RNAS 

One  obvious  alternative  was  to  stick  with  the  status  quo.  After  all, 
the  RNAS  program  could  be  viewed  as  having  accomplished  the 
enunciated  goals  of  equalization.  Some  tax  bases  might  have  to  be 
redefined  (e.g.,  the  tax  base  for  water  power  rentals).  If  the  federal 
government  was  worried  about  the  possibility  of  equalization 
escalating  too  quickly,  the  program  could  be  'capped’  by  limiting 
increases  in  any  year,  or  preferably  the  cumulative  increase  from  a 
specified  base  year,  to  the  rate  of  GNP  growth.  With  such  a  cap  in 
place,  Ottawa  could  afford  to  bring  in  a  new  tax  base  or  two.  And  so 
on. 

Nevertheless,  the  disadvantages  of  this  rband-aid’  approach  would 
be  considerable.  The  program  would  continue  to  be  perceived  as  being 
arbitrary,  since,  in  order  to  contain  equalization  flows  within 
acceptable  limits,  it  would  have  to  retain  the  various  overrides  (the 
personal  income  override,  the  limitation  on  the  amount  of  resource 
revenues  eligible  to  enter  the  formula,  the  resource  cap,  etc.).  This 
would  generate  continued  pressure  from  various  quarters — pressures 
that  would  argue  strenuously  for  change  and  that  would  also  serve  to 
undermine  the  rather  broad  support  that  the  principle  of  equalization 
had  hitherto  enjoyed  from  all  partners  to  the  federation. 

However,  there  is  one  variant  of  the  RNAS  that  may  well  have 
deserved  serious  consideration.  In  the  equalization  jargon,  it  is 
referred  to  as  RNAS-20 — that  is,  the  RNAS  approach  for  the  non¬ 
resource  revenues  with  20  per  cent  of  resource  revenues  entering  the 
formula.  This  approach  will  be  elaborated  in  more  detail  later  in  the 
study,  since  it  was  recommended  at  least  implicitly  by  the 
Parliamentary  Task  Force  and  was  proposed  by  the  Province  of 
Saskatchewan  midway  in  the  negotiation  process.  For  present 
purposes,  it  is  enough  to  say  that  while  the  20  per  cent  eligibility  for 
resource  revenues  can  be  viewed  as  arbitrary,  it  can  also  be  defended 
from  several  theoretical  vantage  points,  including  an  application  of 
the  principle  of  narrow-based  horizontal  equity.  Moreover, 
downplaying  energy-related  equalization  opens  the  way  for  extending 
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coverage  to  new  tax  bases.  Indeed,  one  of  the  conclusions  of  the  study 
is  that  there  is  much  to  recommend  the  RNAS-20,  given  how  it 
compares  with  the  RFPS. 

The  description  of  this  alternative,  with  its  special  approach  to 
resource  revenues,  leads  to  a  general  observation  relating  to  the 
design  of  any  equalization  program.  As  was  noted  in  Chapter  1,  there 
are  four  components  to  most  equalization  programs — the  revenues 
eligible  for  equalization,  the  definition  of  fiscal  capacity  deficiencies 
and  excesses,  the  standard  up  to  which  all  provinces  are  to  be  brought, 
and  the  manner  in  which  the  program  is  funded.  With  this  many 
parameters  free  to  vary,  probably  most  approaches  to  equalization 
can  be  juggled’  to  bring  about  any  desired  set  of  payments.  This 
observation  has  two  implications  for  design  that  should  be  kept  in 
mind  for  the  remainder  of  the  study.  The  first  is  that  the  selection  of 
any  one  feature  of  an  equalization  scheme  may  not  have  much  impact 
on  the  resultant  equalization  flows,  since  it  will  always  be  possible  to 
alter  other  parameters  to  generate  a  ’desired’  result  in  terms  of  overall 
payments.  Second,  given  that  the  above  is  true,  it  may  be  politic  to  opt 
for  a  program  that  appears  to  'solve’  some  of  the  more  blatant  defects 
of  the  RNAS  system.  In  other  words,  even  if  two  programs  can  be 
made  to  generate  the  same  overall  result  in  terms  of  equalization 
payments,  it  will  probably  be  beneficial  to  choose  the  formulation 
that,  on  the  surface  at  least,  appears  to  be  the  most  comprehensive  in 
terms  of  coverage,  the  most  uniform  in  terms  of  treatment  of  tax 
bases,  and  the  least  arbitrary  in  terms  of  the  external  restraints  that 
are  imposed  on  the  program.  In  a  nutshell,  I  suspect  that  these 
considerations  constitute  much  if  not  most  of  the  justification  for  the 
RFPS  version  of  equalization.  But  this  is  getting  ahead  of  the  story. 

BLOCK-FUNDING  EQUALIZATION 

One  of  the  perennial  federal  concerns  relating  to  the  equalization 
program  has  been  the  fact  that  the  system  is  internally  driven  and, 
therefore,  not  under  federal  control.  Most,  if  not  all,  of  the  later 
amendments  to  the  RNAS  system  were  motivated  by  a  desire  to 
prevent  equalization  from  mushrooming.  The  dilemma  for  the 
federal  government  has  always  been  one  of  how  to  improve  the 
program  in  terms  of  uniformity  and  comprehensiveness  of  coverage 
without  generating  an  unacceptable  financial  burden.  One  possible 
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solution  to  this  dilemma,  and  one  that  Ottawa  raised  publicly  during 
the  negotiations  that  preceded  the  1977  fiscal  arrangements,  is  to 
'block-fund’  equalization. 

To  'block-fund’  the  program  would  be  to  take  the  current  total  level 
of  equalization  as  a  base  and  escalate  this  base  each  year  by  the  rate  of 
growth  of  gross  national  product  or  some  similar  escalator.  In  effect, 
total  equalization  flows  would  henceforth  be  determined  by,  say,  the 
rate  of  GNP  growth.  Thus ,  total  equalization  flows  would  be 
independent  of  the  specific  equalization  formula.  The  role  of  the 
equalization  formula  would  then  be  to  determine  the  distribution  of 
total  equalization  flows.  The  formula  could  be  made  as  comprehensive 
and  representative  as  possible  (i.e.,  all  resource  revenues  could  be 
included,  and  municipal  taxes  as  well),  since  there  would  be  no  avenue 
for  these  changes  to  influence  the  size  of  the  overall  payments. 
Provinces  would  be  allocated  shares  of  the  predetermined-  aggregate 
flows  on  the  basis  of  their  respective  revenue  needs.  Obviously,  the 
equalization  formula  would  not  have  to  be  a  representative  tax 
system:  virtually  any  of  the  formulas  in  the  following  chapters  could 
be  incorporated  into  this  overall  scheme. 

The  principal  advantage  of  the  block-funding  approach  is,  oddly 
enough,  also  its  principal  defect.  Block  funding  would  imply  that 
aggregate  equalization  flows  would  be  independent  of  changes  in  the 
relative  financial  positions  of  the  provinces.  For  example,  there  would 
be  no  scope  for  overall  equalization  payments  to  fall  if  Fiscal  capacities 
became  more  equal  across  provinces. 

Lest  the  reader  feel  that  this  approach  to  equalization  is  somewhat 
far-fetched,  it  is  important  to  recall  from  Chapter  2  that  the  RFPS 
approach  does  adopt  a  GNP  growth-rate  ceiling  for  total  equalization 
from  fiscal  year  1983-84  onward.  In  this  important  sense,  Ottawa  still 
remains  concerned  about  the  potential  Financial  implications  arising 
from  an  equalization  formula  under  which  total  payments  are 
determined  by  the  internal  workings  of  the  formula.  Moreover,  one  of 
the  principal  characteristics  of  the  Australian  approach  to 
equalization  is  that  the  formula  itself  is  used  to  allocate  shares  of  a 
predetermined  overall  transfer;  that  is,  it  corresponds  quite  closely  to 
a  'block-funding’  format.  The  Australian  scheme  is  discussed  further 
in  Chapter  9. 
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We  now  turn  to  options  for  equalization  that  embody  more 
fundamental  conceptual  and  quantitative  alterations,  focusing  first 
on  macro  approaches  to  equalization. 
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Macro  formulas1 


REPRESENTATIVE  VERSUS  MACRO  APPROACHES 

Canadian  equalization  formulas  have  always  been  based  upon  a 
representative-tax-system  approach,  although,  as  was  noted  in 
Chapter  2,  the  coverage  in  terms  of  revenue  categories  was  rather 
limited  prior  to  1967.  The  essence  of  a  representative  tax-system 
approach  to  equalization  is  that  it  measures  fiscal  capacity  with 
reference  to  the  actual  taxing  practices  of  the  ten  provinces  taken  as  a 
whole.  As  was  outlined  in  considerable  detail  in  Chapters  4  and  5,  a 
representative  tax  approach  (and,  specifically,  the  RNAS  system) 
generates  separate  estimates  of  provincial  fiscal  deficiencies  and 
excesses  for  each  distinctive  type  of  tax  or  other  revenue  source. 
Equalization  payments  are  determined  by  weighting  the  fiscal 
deficiencies  or  excesses  for  each  source  in  accordance  with  the  overall 
importance  of  revenues  from  these  sources  in  aggregate  provincial 
revenues.  The  internal  logic  of  any  representative  tax  system  implies 
that,  over  time,  existing  tax  bases  have  to  be  refined  or  redefined  in 
terms  of  current  taxing  practices.  As  provincial  taxing  patterns  move 
to  new  areas,  these  new  sources  must  enter  the  program.  In  principle, 
there  is  no  limit  to  the  number  of  potential  revenue  sources,  since,  as 
data  become  refined  and  more  available,  existing  tax  bases  can  always 
be  subdivided.  Thus,  alcohol  revenues,  which  formerly  comprised  a 
single  category,  are  now  separated  into  three  separate  tax  sources. 

In  sharp  contrast,  a  macro  approach  to  equalization  'measures 
provincial  fiscal  capacities  without  reference  to  the  actual  tax  system  of 
the  provinces,  using  instead  one  or  more  aggregate  or  “ macro ” 
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measures  of  income  or  production  out  of  which  all  taxes,  in  the  final 
analysis,  may  be  said  to  be  paid’  (Department  of  Finance  1981b,  1). 

Although  a  macro  economic  formula  has  never  been  adopted  in 
Canada,  the  concept  has  always  lurked  in  the  background  of  the 
discussions  surrounding  equalization.  As  the  Department  of  Finance 
discussion  paper  on  macro  formulas  observes: 

[The  macro]  concept  has  been  studied  as  far  back  as  1957  when 
personal  income  was  used  in  studies  underlying  the  Atlantic 
Provinces  Adjustment  Grants.  The  matter  was  studied 
further  in  1965  and  1966.  Known  then  as  a  'total  income’ 
approach,  it  was  seriously  considered  as  an  alternative  to  the 
comprehensive  representative  tax  system  that  was  introduced 
in  1967.  (Ibid.,  2) 

Moreover,  since  1967  the  RNAS  formula  has  used  a  macro  indicator  as 
a  measure  of  fiscal  capacity  for  some  revenue  categories.  For  example, 
the  1977-82  RNAS  approach  used  a  modified  version  of  personal 
income  as  the  tax  base  for  lottery  revenues  (revenue  category  27)  and 
provincial  gross  domestic  product  at  factor  cost  as  the  tax  base  for 
miscellaneous  provincial  taxes  (revenue  category  28).  In  addition  to 
being  of  considerable  interest,  these  two  definitions  of  a  macro  base 
are  also  incredibly  convenient,  because  later  in  this  chapter  we  shall 
rely  on  them  to  generate  numerical  values  for  a  macro-equalization 
formula. 

Finally,  it  is  instructive  to  note  that 

since  the  present  equalization  formula  was  introduced  in 
1977,  there  has  been  increased  interest  in  the  possibility  of 
moving  to  a  macro-economic  formula.  There  are  two  reasons 
for  this.  First,  there  has  been  a  substantial  enlargement  of  the 
macro-income  data  available.  Second,  the  representative  tax 
system  has  encountered  a  number  of  problems  which,  it  can  be 
argued,  could  be  dealt  with  more  effectively  by  a  macro- 
economic  formula.  (Ibid.) 

There  are,  of  course,  also  several  disadvantages  associated  with  macro 
formulas.  An  assessment  of  both  the  pros  and  the  cons  of  a  macro 
approach  is  obviously  the  central  aim  of  this  chapter.  However,  before 
we  can  attempt  such  an  exercise,  it  is  necessary  to  detail  the  manner 
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in  which  a  macro  approach  might  operate  and  to  present  some 
estimates  of  the  sorts  of  equalization  flows  it  would  generate. 

THE  ANALYTICS  OF  A  MACRO  APPROACH 

The  manner  in  which  a  macro  approach  would  work  can  be  expressed 
in  a  way  that  should  by  now  be  familiar  to  the  reader:2 

Equalization  total  revenues  (  province’s 

fora  =  to  be  I  share  of 

given  province  equalized  \  population 

However,  unlike  a  representative  tax  approach,  a  macro  formula 
would  require  only  one  of  these  equations  per  province.  To  make  a 
macro-formula  operational,  two  key  decisions  have  to  be  made.  First, 
what  will  serve  as  the  macro  tax  base?  Second,  what  will  constitute 
'total  revenues  to  be  equalized’?  Under  most  equalization  formulas, 
there  is  also  a  third  decision  variable,  namely  the  standard  up  to 
which  revenues  will  be  equalized.  Implicit  in  the  above  formulation  is 
the  assumption  that  a  national  standard  will  prevail;  that  is,  fiscal 
deficiencies  are,  in  effect,  defined  with  respect  to  the  national  average 
level  of  the  macro  base.  If  one  wanted  the  standard  to  be  90  per  cent  of 
the  national  average,  then  one  could  multiply  the  entire  expression  on 
the  right-hand  side  of  the  equation  by  .90,  and  so  on.  A  further 
implicit  assumption  is  that  all  payments  will  be  made  from  the  federal 
coffers;  that  is,  the  scheme  is  not  an  interprovincial  revenue-sharing 
program.  To  put  the  matter  another  way,  the  equalization  payments 
for  rich  provinces  are  set  equal  to  zero.  Obviously,  this  aspect  could  be 
altered:  a  macro  formula  could  be  converted  into  an  interprovincial 
revenue-sharing  pool.  But  I  shall  not  deal  with  this  possibility  in  this 
chapter. 

The  intuitive  notion  underlying  a  macro  approach  is  quite 
appealing.  A  province  will  receive  equalization  payments  if  its  share 
of  the  macro  base,  say  personal  income,  is  less  than  its  share  of 
Canada’s  population.  This  is  equivalent  to  saying  that  a  poor  province 
is  one  for  which  personal  income  per  capita  is  less  than  the  national 
average  level  of  personal  income  per  capita. 

Defining  the  macro  base 

From  the  Department  of  Finance  background  paper: 


province  s 
share  of 
macro  base 


(7.1) 
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The  derivation  of  the  tax  base  is  the  most  important  and 
difficult  part  of  designing  a  macro-economic  formula.  The 
objective  should  be  to  obtain  a  comprehensive  measure  of  the 
total  potential  that  is  available  to  each  province  to  tax.  Such  a 
measure  should  not  attempt  to  take  account  of  the  actual  tax 
system  of  the  provinces  [or  it  would  cease  to  be  a  'macro’ 
approach].  However,  it  should  take  account  of  those  incomes, 
rents,  etc.  that  are  potentially  available  to  provinces  to  tax.... 

[Thus]  in  selecting  a  macro-economic  base  two  decisions 
have  to  be  taken.  First,  which  of  the  existing  macro-economic 
indicators  provides  the  best  measure  of  the  potential  that  is 
available  to  provinces  to  tax?  Second,  should  any  adjustments 
be  made  to  such  a  measure?  (Ibid.,  7) 

Unfortunately,  there  is  no  'best’  way  to  define  a  macro  base.  We  shall 
employ  two  definitions,  both  of  which  were  utilized  as  definitions  for 
tax  bases  under  the  RNAS.  One  of  these  is  based  on  personal  income, 
the  other  on  provincial  gross  domestic  product.  Specifically: 

Macro  base  A  =  Personal  income,  excluding 

(i)  value  changes  in  farm  inventory, 

(ii)  provincial-local  transfers  to  persons,  and 

(iii)  federal  direct  tax  withdrawals,  consisting  of 
federal  income  tax  on  persons  (adjusted  in  the 
case  of  Quebec  to  add  back  the  value  of  the  16^ 
point  abatement)  plus  employer  and  employee 
contributions  to  unemployment  insurance,  the 
CPP,  and  the  QPP. 

Macro  base  B  =  Provincial  gross  domestic  product  at  factor  cost. 

These  two  concepts  are  analytically  quite  distinct.  Moreover,  they 
lead  to  very  different  fiscal  deficiencies  and  equalization  payments,  as 
will  be  evident  when  we  turn  our  attention  to  Table  7.1.  The  use  of 
personal  income  as  a  macro  base  leads  to  smaller  fiscal  deficiencies, 
since  personal  income  excludes  business  income  revenues  and 
important  items  such  as  royalties,  both  of  which  are  distributed  much 
more  unevenly  across  provinces  than  is  personal  income.  Both  are 
incorporated  in  provincial  GDP,  macro  base  B. 
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The  modifications  to  macro  base  A  deserve  some  comment. 
Provincial-local  transfers  are  excluded  from  the  personal  income  base 
partly  because,  if  they  were  included,  a  province  could  significantly 
influence  its  fiscal  capacity  measure  by  modifying  its  support  to 
persons.  Federal  direct  tax  withdrawals  are  deducted  in  large  part 
because  these  funds  are  not  available  for  provinces  to  tax.  Since  the 
residents  of  the  richer  provinces  pay  proportionally  more  federal 
direct  tax,  deleting  these  taxes  from  the  base  serves  to  reduce  the 
disparity  across  provinces  and  leads  to  smaller  fiscal  deficiencies  for 
the  'have-nof  provinces. 

The  GDP  base  is  modified  by  removing  indirect  taxes  and  subsidies; 
thus  the  base  is  GDP  at  factor  cost  and  not  at  market  prices.  If  the 
market  price  measures  were  utilized,  a  province  could  increase  its 
fiscal  deficiency  by  reducing  its  sales  tax  and  raising,  say,  its  income 
taxes.  Needless  to  say,  there  is  no  end  to  the  adjustments  that  could 
be  made  to  these  macro  concepts.  For  example,  Davenport  (1979) 
proposes  a  measure  that  he  refers  to  as  'adjusted  personal  income’, 
defined  as  per  capita  personal  income  plus  revenues  at  national 
average  tax  rates  from  corporate  profits  and  natural  resources.  As  the 
reader  will  recognize,  this  definition  coincides  much  more  closely  with 
the  GDP  version  of  the  macro  base  than  it  does  with  the  personal 
income  variant.  Likewise,  the  Department  of  Finance  background 
paper  on  macro  equalization  discusses  in  considerable  detail  possible 
alternative  refinements. 

The  position  I  have  taken  is  that  the  two  above  definitions  will 
suffice  for  illustrative  purposes.  They  have  the  advantage  that  data 
relating  to  the  fiscal  capacities  associated  with  macro  bases  A  and  B 
already  appear  as  rows  27  and  28,  respectively,  of  Table  4.2. 

Revenues  to  be  equalized 

A  separate  but  equally  important  decision  pertaining  to  the  macro 
formula  relates  to  the  set  of  revenues  to  be  included  for  equalization. 
The  Department  of  Finance  background  paper  makes  the  following 
observations: 

A  macro-economic  system  of  equalization  can  be  applied  to  the 
same  set  of  revenues  as  a  representative  tax  system. 
However,  the  constraints  which  inhibit  comprehensive 
coverage  with  a  representative  tax  system  are  less  applicable 
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to  a  macro-economic  system.  A  representative  tax  system  can 
[and  from  Chapter  4  does]  generate  very  high  'disparity 
factors’  for  certain  revenue  categories  such  as  natural  resource 
revenues.  In  recent  years  these  would  have  driven  a  fully- 
expanded  representative  tax  system  in  Canada  to  the  point 
where  it  would  have  over-achieved  the  purpose  of 
equalization.  In  other  words,  such  a  system  would  have  made 
it  possible  for  provinces  that  receive  equalization  and  impose 
'reasonable  levels  of  taxation’  to  provide  levels  of  public 
services  that  would  have  been  'more  than  reasonable’.  As  a 
consequence,  the  federal  government  has  found  it  necessary  to 
curtail  the  extent  to  which  national  resource  revenues  are 
equalized.  However,  it  might  not  have  been  necessary  to  cut 
back  on  natural  resource  revenues  if  they  had  been  equalized 
by  means  of  the  same  measure  of  fiscal  capacity  as  other 
categories  of  revenue — as  would  be  the  case  with  a  macro 
formula.  (1981b,  6-7) 

The  numerical  examples  that  follow  show  results  for  three  different 
definitions  of  revenues  to  be  equalized.  The  first  two  examples  refer  to 
fiscal  year  1981-82;  they  employ,  respectively,  the  same  total  as 
entered  the  RNAS  formula  in  that  year  (i.e.,  $47,162  million  from 
Table  4.2)  and  this  total  plus  the  excluded  portion  of  the  energy  rents. 
The  third  example  is  for  fiscal  year  1982-83  and  adopts  the 
comprehensive  measure  associated  with  the  RFPS 
formula — essentially,  all  provincial  and  local  revenues. 

With  this  backdrop,  our  attention  can  now  be  directed  to  Table  7.1, 
which  presents  estimates  of  equalization  utilizing  a  macro  approach. 

THE  OPERATION  OF  A  MACRO  FORMULA 

The  first  two  rows  of  Table  7.1  present  fiscal  deficiencies  and  excesses 
by  province  for  the  two  definitions  of  the  macro  base.  As  was 
suggested  above,  the  deficiencies  for  the  personal  income  concept  of 
the  base  (macro  base  A)  are  quite  narrow,  certainly  considerably 
narrower  than  those  for  the  gross  domestic  product  definition  of 
income  (macro  base  B).  Ontario  is  a  'rich’  province  under  both  of  these 
measures.  This  may  be  one  of  the  principal  advantages  of  a  macro 
formula:  it  excludes  Ontario  from  equalization  by  virtue  of  its  internal 
logic  and  not  by  way  of  specific  legislation,  as  did  the  RNAS  scheme. 
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Macro  equalization  scenarios  ($  millions) 
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Some  anomalies  persist,  however.  Saskatchewan  is  a  rhave-not’ 
province  for  macro  source  A  but  a  'have’  province  for  macro  base  B. 

Equalization  for  fiscal  year  1981-82 

The  equalization  flows  for  fiscal  year  1981-82  are  generated  under  two 

assumptions  relating  to  the  amounts  of  revenues  eligible  for 

equalization.  The  first  of  these  is  simply  the  amount  of  revenues  that 

entered  the  RNAS  formula  for  1981-82  ($47,162  million). 

Equalization  payments  for  this  definition  of  revenue  appear  in  rows 

2.A.1  and  2.B.1  of  Table  7.1.  The  second  revenue  definition  grosses  up 

this  figure  by  including  the  resource  revenues  at  100  per  cent  rather 

than  50  per  cent;  it  also  assumes  a  value  for  revenues  from  Crown 

* 

leases  in  1981-82  of  $700  million.  This  revenue  total  comes  to 
$50,742  million.  The  figures  for  this  version  appear  in  rows  2.  A. 2  and 
2.B.2.  For  comparison  purposes,  the  actual  equalization  payments  for 
1981-82  appear  in  row  2.C. 

Now  to  the  results.  It  appears  convenient  to  proceed  in  summary 
form: 

1  Equalization  flows  arising  under  the  personal  income  definition  of 
the  macro  base  (macro  base  A)  are  much  smaller  than  were  the  actual 
equalization  flows,  so  much  so  that  the  analysis  will  not  focus  further 
on  this  version  of  the  macro  base. 

2  Given  the  same  total  amount  of  revenues  that  entered  the  1981-82 
equalization  program,  the  payments  arising  under  the  GDP  concept  of 
income  (macro  base  B)  are  also  lower  than  actual  1981-82  payments 
(i.e.,  $3,560  million  versus  $4,160  million). 

3  However,  for  the  Atlantic  Provinces  as  a  whole,  equalization  flows 
under  macro  base  B  are  higher  than  actual  1981-82  flows.  They  are 
slightly  smaller  for  Prince  Edward  Island  but  considerably  larger  for 
the  other  three  provinces  (compare  rows  2.B.1  and  2.C  of  Table  7.1). 
The  big  losers  under  macro  base  B  are  Quebec  and  Manitoba. 

4  These  distributional  implications  are  exactly  what  one  would 
expect.  Since  Quebec  and  Manitoba  are  closer,  in  percentage  terms, 
to  the  national  average  level  of  provincial  GDP,  their  fiscal 
deficiencies  relative  to  their  populations  are  smaller  than  those  of  the 
Atlantic  Provinces.  These  small  deficiencies  apply  to  all  revenues 
entering  the  macro  formula,  whereas  under  the  RNAS  version  Quebec 
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and  Manitoba  are  able  essentially  to  claim  their  population  shares  of 
the  energy  revenues  entering  the  formula. 

5  Thus,  even  if  the  overall  levels  of  equalization  payments  were  the 
same  under  the  GDP  macro  approach  and  the  RNAS  approach,  there 
would  still  be  very  significant  distributional  implications  resulting 
from  a  macro  approach.  The  Atlantic  Provinces  would  receive 
substantially  more  in  equalization  than  they  did  under  the  RNAS 
approach,  while  Manitoba  and  particularly  Quebec  would  receive 
substantially  less.  Row  2.B.2,  which  brings  100  per  cent  rather  than 
50  per  cent  of  the  energy  revenues  into  the  formula,  does  produce  an 
overall  flow  of  equalization  that  is  not  far  from  the  actual  1981-82 
level.  Therefore,  to  the  extent  that  one  views  the  GDP  macro 
approach  as  the  appropriate  approach  to  equalization,  the  RNAS 
system  probably  over-equalized  in  the  aggregate  and  at  the  micro 
level  favoured  Quebec  and  Manitoba  relative  to  the  Atlantic 
Provinces. 

Equalization  for  fiscal  year  1982-83 

The  lower  half  of  Table  7.1  presents  a  comparison  of  the  macro  and 
RFPS  approaches  for  1982-83.  Only  the  numbers  for  the  GDP  version 
of  the  macro  formula  are  shown.  The  fiscal  deficiencies  for  1982-83 
are  virtually  the  same  as  those  for  1981-82  (at  least  according  to 
estimates  prepared  by  the  Department  of  Finance  1982a,  83).  The 
first  set  of  macro  equalization  figures  embodies  the  equalization  of  all 
provincial  revenues  at  100  per  cent  (i.e.,  total  revenues  from  all  30  of 
the  old  RNAS  categories  updated  to  reflect  their  values  for  1982-83). 
The  second  adds  in  roughly  $11  billion  of  local  revenues  (principally 
municipal  property  taxes)  and  corresponds  to  the  revenues  now 
eligible  for  equalization  under  the  RFPS  formula.  The  final  row  of  the 
table  provides  the  equalization  estimates  for  1982-83  under  the  new 
formula. 

A  few  words  are  probably  in  order  concerning  these  RFPS 
equalization  flows.  Relative  to  1981-82,  the  Atlantic  Provinces 
receive  hefty  percentage  increases,  Quebec  receives  a  smaller 
percentage  increase,  and  Manitoba’s  equalization  plummets.  Despite 
the  fact  that  the  overall  amount  of  revenues  eligible  for  equalization 
has  literally  mushroomed  ($47,162  million  in  1981-82;  $70,347 
million  in  1982-83),  the  introduction  of  the  five-province  standard  has 
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increased  overall  flows  only  slightly.  Indeed,  compared  with  the 
RNAS  system,  the  RFPS  approach  tilts  the  distribution  in  much  the 
same  way  as  does  a  macro  formula.  This  should  not  be  surprising, 
given  that  resource  revenue  deficiencies  are  much  reduced  under  the 
RFPS  and  that  in  effect  more  importance  is  placed  on  provincial 
incomes  relative  to  the  national  average.  All  of  this  will  be  treated  in 
considerable  detail  in  Part  VI. 

For  present  purposes,  the  significant  thing  to  note  is  that  when  the 
same  overall  revenues  are  allowed  to  enter  the  macro  and  RFPS 
formulae,  the  macro  approach  now  generates  greater  equalization 
flows  than  does  the  actual  equalization  program.  However,  the 
previous  distributional  pattern  still  holds  in  the  sense  that  if  overall 
revenues  entering  the  macro  formula  were  scaled  down  to  generate 
aggregate  flows  roughly  equivalent  to  the  RFPS  aggregate,  the 
Atlantic  Provinces  overall  would  fare  better  under  the  macro 
approach  and  Quebec  and  Manitoba  would  fare  worse. 

This  completes  the  brief  empirical  exercise  relating  to  the 
implications  of  a  macro  approach  to  equalization.  The  concluding 
section  of  this  chapter  focuses  on  the  advantages  and  disadvantages  of 
a  macro  approach  to  equalization. 

THE  ADVANTAGES  AND  DISADVANTAGES  OF  A  MACRO 
APPROACH4 

Simplicity 

Compared  with  the  RNAS  approach,  a  macro  equalization  program 
appears  to  be  a  paragon  of  simplicity.  There  is  no  need  to  classify 
revenues  according  to  their  various  categories  and  no  need  to  sort  out 
the  complications  of  defining  some  thirty-odd  tax  bases.  Moreover,  a 
macro  formula  is  also  simple  in  the  sense  that  it  is  easy  to 
comprehend. 

However,  this  simplicity  may  be  more  apparent  than  real.  The 
derivation  of  an  acceptable  macro  economic  tax  base  is  likely  to  be  a 
very  complex  and  controversial  exercise,  especially  if  an  attempt  is 
made  to  refine  the  definition  of  an  aggregate  such  as  provincial  GDP. 
What  is  likely  to  result  from  the  introduction  of  a  macro  approach  is  a 
substitution  of  one  type  of  complexity  for  another. 
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Comprehensiveness  of  coverage 

Relative  to  the  RNAS  system,  a  macro  formula  allows  a  more 
comprehensive  coverage  of  the  revenues  being  equalized.  It  does  this 
because  it  generates  smaller  equalization  flows  for  any  given  set  of 
aggregate  revenues.  The  flows  are  smaller  largely  because  the 
revenues  for  the  energy  sources  are  equalized  not  in  terms  of  the  fiscal 
deficiencies  associated  with  these  revenue  sources  but  rather  in  terms 
of  the  much  narrower  deficiencies  arising  from  the  macro  base.  Thus 
there  is  no  need  to  equalize  only  50  per  cent  of  resource  revenues  and 
no  need  to  place  a  resource  cap  on  the  program.  It  is  even  possible  to 
include  all  local  revenues  as  well  as  provincial  revenues  with  no  fear 
that  the  overall  equalization  program  will  become  prohibitively 
expensive. 

While  a  macro  formula  would  permit  more  comprehensive  coverage 
than  did  the  RNAS  approach,  it  is  not  superior  in  this  respect  to  the 
RFPS  formula.  The  new  version  of  equalization  also  permits  a  more 
comprehensive  coverage  than  did  the  RNAS  approach,  and,  as  noted 
in  Table  7.1,  it  does  this  at  a  cost  in  terms  of  overall  flows  that  is  even 
less  than  the  cost  that  would  result  from  a  macro  formula. 

The  role  of  Ontario 

A  macro  approach  would  exclude  Ontario  from  being  a  recipient 
province  by  virtue  of  the  internal  logic  of  the  formula  and  not,  like  the 
RNAS  approach,  on  the  basis  of  an  external  restriction.  Indeed,  the 
RNAS  version  fell  back  on  a  'macro’  rationale  in  order  to  exclude 
Ontario  (i.e.,  the  personal  income  override),  and  thus  a  macro  formula 
can  be  said  to  generalize  the  approach  by  using  a  measure  of  income  as 
the  determinant  of  equalization  for  all  provinces.  Once  again,  this 
rationale  for  a  macro  formula  does  not  apply  with  respect  to  the  RFPS 
approach,  which  also  excludes  Ontario  by  the  internal  workings  of  the 
formula. 

Durability  and  sensitivity 

A  macro  formula  is  likely  to  be  more  durable  than  an  RNAS  system. 
The  many  unilateral  and  arbitrary  changes  that  were  made  in  the 
RNAS  version  in  response  to  rapid  growth  in  particular  revenue 
sources  are  not  likely  to  be  necessary  under  a  macro  approach.  This  is 


225 


Equalization  payments 


so  because  such  an  approach  is  not  sensitive  to  the  source  of  an 
increase  in  the  revenues  entering  the  formula — all  sources  are  treated 
uniformly. 

However,  this  advantage  is  offset  by  another  source  of 
sensitivity — the  sensitivity  of  payments  to  any  variations  in  the 
macro  tax  base  itself.  For  example,  any  revision  in  the  measure  of 
provincial  GDP  would  have  a  profound  effect  on  the  formula,  since  the 
fiscal  deficiencies  are  multiplied  by  the  aggregate  of  provincial 
revenues.  Under  an  RNAS  approach,  a  change  in  any  given  tax  base 
affects  equalization  flows  only  for  that  tax  base. 

Disincentive  effects  and  moral  hazard 

In  Chapter  5,  much  was  made  of  the  fact  that  under  the  RNAS 
approach  a  province  could  increase  its  equalization  flows  by  following 
strategic  behaviour  in  raising  revenues — for  example,  by  raising  tax¬ 
es  on  bases  for  which  it  had  a  large  fiscal  deficiency  or  by  substituting 
away  from  tax  sources  excluded  from  the  formula.  Under  a  macro 
approach,  provinces  would  be  less  likely  to  engage  in  such  strategic 
behaviour,  since  all  tax  revenues  would  be  treated  in  an  identical 
fashion  for  purposes  of  the  formula. 

However,  it  is  unlikely  that  such  behaviour  would  be  completely 
eliminated.  While  it  is  true  that  provinces  would  no  longer  be  as 
concerned  about  the  distribution  of  their  revenues  across  tax  sources, 
there  would  be  a  heightened  concern  about  the  definition  of  the  tax 
base.  Indeed,  I  have  defined  the  GDP  macro  base  to  be  net  of  indirect 
taxes  largely  in  order  to  avoid  the  moral-hazard  problem.  If  the  base 
were  GDP  at  market  prices,  provinces  would  have  a  substantial 
incentive  to  decrease  indirect  taxes  and  raise  direct  taxes,  thereby 
reducing  their  GDP  bases  for  purposes  of  the  formula.  Thus,  instead 
of  eliminating  the  role  for  provincial  strategy,  a  change  from  an 
RNAS  to  a  macro  regime  would  probably  only  divert  attention  from 
the  tax  structure  to  the  tax  base. 

Relation  to  actual  taxing  practices 

From  the  Department  of  Finance  background  paper: 

The  most  fundamental  disadvantage  of  a  macro-economic 

equalization  formula  is  that  it  does  not  relate  to  the  real  world 
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of  what  it  is  that  provinces  actually  tax  but  rather  to  what 
they  potentially  have  available  to  tax.  In  the  real  world, 
provinces  obtain  sizeable  revenues  from  oil  and  gas  but  not 
from  iron  and  coal,  from  alcoholic  beverages  but  not  from  Coca 
Cola,  from  tobacco  and  lotteries  but  not  from  other  forms  of 
amusement,  from  gasoline  and  diesel  fuel  but  not  from 
electricity,  from  real  property  but  not  from  personal  property, 
etc.  The  representative  tax  system  recognizes  these 
differences  because  it,  in  effect,  weights  fiscal  capacity  in 
accordance  with  the  actual  taxing  practices  of  the  provinces. 
These  practices  are  designed  to  capture  economic  rents 
wherever  they  exist  and  to  take  advantage  of  the  spending 
priorities  of  society  by  taxing  most  heavily  those  goods  and 
services  for  which  there  is  a  relatively  inelastic  demand. 
Since  macro  concepts  do  not  recognize  these  distinctions,  they 
neglect  the  uneven  provincial  distribution  of  many  of  the 
things  that  are  taxed  heavily  and  do  not  provide  a  sensitive 
measure  of  fiscal  capacity.  (1981b,  13) 

While  this  is  a  very  strong  criticism,  it  is  clearly  part  of  the  trade-off 
that  would  be  inherent  in  adopting  a  macro  approach. 

Relation  to  regional  disparities 

In  principle,  equalization  has  to  do  with  the  provision  of  reasonably 
comparable  public  goods  at  reasonably  comparable  tax  rates  and  not 
with  the  existence  of  economic  disparity  across  the  provinces.  Yet, 
over  the  years,  several  federal  officials  have  lamented  the  fact  that 
equalization  transfers  have  at  times  risen  quite  rapidly  in  periods 
when  there  has  been  evidence  of  a  decline  in  the  degree  of  regional 
disparity.  One  feature  of  a  macro  formula,  particularly  one  based  on 
some  notion  of  provincial  GDP,  is  that  a  narrowing  of  provincial 
income  disparities  will  lead  to  a  fall  in  equalization.  This  will  be  a 
desirable  feature  to  those  who  prefer  to  view  equalization  as  being 
somehow  bound  up  with  regional  disparities  rather  than  being  linked 
more  narrowly  to  access  to  provincial  revenues.  The  RNAS  scheme 
was  rather  schizophrenic  with  respect  to  this  issue — the  formula  was 
being  driven  by  relative  provincial  revenue  access  but  Ontario  was 
excluded  on  the  basis  of  its  place  in  the  provincial  disparity  spectrum. 
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Resources  and  the  macro  formula 

There  are  a  whole  host  of  issues  that  a  macro  formula  does  not 
address.  Principal  among  these  issues  is  the  relationship  between 
resource  revenues  and  the  equalization  formula.  The  theoretical 
analysis  in  Chapter  3  pointed  in  the  direction  of  special  treatment  for 
resource  rents.  A  macro  approach  sweeps  all  of  this  under  the  rug. 
But  so  did  the  RNAS  system  and,  to  an  even  greater  degree,  so  does 
the  new  equalization  formula. 

CONCLUSION 

This  completes  the  analysis  of  a  macro  approach  to  equalization.  It 
should  be  recalled  that  the  particular  version  of  a  macro  approach 
utilized  for  the  numerical  examples  was  quite  arbitrary — provincial 
GDP  at  factor  cost  is  only  one  of  a  myriad  of  macro  bases  that  could  be 
employed. 

Moreover,  the  implicit  assumption  underlying  the  analysis  in  this 
chapter  was  that  there  should  only  be  one  tax  base  in  a  macro 
approach.  However,  in  principle  one  can  envision  a  system  in  which 
there  are  two  or  more  macro  bases.  For  example,  in  the  next  chapter 
we  shall  outline  one  version  of  a  two-tiered  system  of  equalization. 
The  literature  relating  to  this  approach  has  traditionally  split  up  the 
equalization  program  into  two  components — one  relating  to  resource 
revenues  and  one  relating  to  nonresource  revenues.  Within  such  a 
system  it  is  entirely  conceivable  to  employ  two  macro  bases,  one  for 
each  sector.  And  so  on. 

Much  the  of  rationale  for  a  macro  approach  stemmed  from  the 
difficulties,  both  real  and  perceived,  that  were  associated  with  the 
RNAS  system.  Now  that  Canada  has  a  new  equalization  system,  the 
alternative  of  a  macro  formula  must  be  viewed  from  the  new 
perspective.  While  much  of  this  analysis  has  to  await  the  discussion 
in  Part  VI,  it  should  be  noted  here  that  the  RFPS  formula  achieves 
many  of  the  same  goals  and  is  subject  to  many  of  the  same  criticisms 
as  the  macro  approach. 

I  now  turn  an  analysis  of  those  forgone  options  that  were  geared 
specifically  to  the  issues  relating  to  the  equalization  of  resource 
revenues. 
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NOTES 

1  Much  of  this  chapter  is  adopted  from  an  excellent  Department  of  Finance  Discussion 
Paper  (1981b). 

2  There  are  many  alternative  ways  in  which  a  macro  formula  might  be  specified. 
While  equation  7.1  represents  only  one  of  these  approaches,  it  is  probably  the  one 
that  has  attracted  the  most  attention. 

3  There  have  been  other  attempts  to  show  the  implications  of  the  operations  of  a  macro 
formula.  See,  for  example,  Ontario  ( 1980). 

4  Many  of  the  points  cited  below  are  adopted  from  the  Department  of  Finance 
background  paper  ( 1981b). 
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Resource  revenues  and  equalization: 
two-tier  systems  and  interprovincial 
rent-sharing  pools 


The  theoretical  overview  of  equalization  payments  in  Chapter  3 
pointed  very  clearly  to  the  existence  of  resource  rents,  and 
particularly  their  uneven  geographical  distribution,  as  the  principal 
source  of  differential  net  fiscal  benefits  (NFBs)  across  provinces.  It 
was  made  equally  clear  that  the  way  to  fully  equalize  these 
differential  NFBs  is  via  some  sort  of  interprovincial  revenue-sharing 
pool — that  is,  via  direct  transfers  from  the  high-NFB  to  the  low-NFB 
provinces.  On  the  surface,  it  might  appear  that  the  present 
equalization  scheme  could  fully  equalize  these  differential  NFBs  if  the 
standard  of  equalization  were  defined  in  terms  of  richest  province — in 
other  words,  if  all  provincial  fiscal  capacities  were  brought  up  to  the 
level  of  Alberta’s  fiscal  capacity.  However,  in  addition  to  being 
prohibitively  expensive  in  terms  of  its  demands  upon  the  federal 
treasury,  this  approach  would  not  in  fact  constitute  a  solution  to  the 
problem.  This  is  so  because  the  provincial  per  capita  distribution  of 
the  sources  of  Ottawa’s  revenues  would  not,  except  by  accident, 
coincide  with  the  distribution  of  provincial  per  capita  NFBs.  This  is, 
of  course,  an  aspect  of  the  ’funding  inequity’  discussed  in  Chapter  5. 

The  purpose  of  this  chapter  is  to  focus  on  several  of  the  alternative 
approaches  to  interprovincial  sharing  that  have  been  put  forward  in 
recent  years.  The  first  of  these  is  the  so-called  ’two-tier’  approach  to 
equalization  proposed  by  myself  and  Glen  Copplestone  (1980).  An 
alternative  approach  is  the  interprovincial  rent-sharing  scheme 
suggested  by  Helliwell  and  Scott  (1981).  A  third  rent-sharing  scheme, 
proposed  by  Gainer  and  Powrie  (1975),  differs  from  the  previous  two 
alternatives  in  that  it  is  not,  strictly  speaking,  an  interprovincial 
revenue-sharing  pool.  This  proposal  is  important  not  only  in  its  own 
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right,  but  also  because  it  addresses  the  problems  posed  by  Section  125 
of  the  British  North  America  Act.  Finally,  the  Boadway-Flatters 
approach  (1982),  while  not  dealt  with  in  detail  in  this  chapter,  also 
incorporates  the  notion  of  a  'net’  (direct  transfers  between  provinces), 
rather  than  a  'gross’,  equalization  program. 

Wherever  possible,  the  discussion  and  analysis  of  these  various 
alternatives  will  be  accompanied  by  an  attempt  to  measure  their 
quantitative  implications  for  equalization  flows. 

Several  points  must  be  clarified  at  the  outset.  First  of  all,  part  of 
the  rationale  for  interprovincial  revenue-  or  rent-sharing  schemes 
arises  from  the  fact  that  resources  generate  revenues  for  individual 
provinces — revenues  that  Ottawa  does  not  have  access  to.  However, 
thanks  to  the  National  Energy  Program  and  the  subsequent  bilateral 
agreements  between  Ottawa  and  several  provinces,  the  federal 
government  now  enjoys  a  much  larger  slice  of  energy  revenues  than  it 
did  formerly.  If  one  could  assume  that  a  portion  of  these 
resource-generated  federal  revenues  were  earmarked  for  financing 
the  energy-related  equalization  flows,  then  the  arguments  for 
interprovincial  sharing  based  on  the  funding  inequity  would  be 
muted.  There  would,  however,  still  remain  an  efficiency  rationale  for 
province-to-province  transfers. 

Second,  the  very  nature  of  an  interprovincial  sharing  system  is  that 
some  provinces  contribute  to  the  pool  and  some  draw  from  the  pool. 
The  role  of  an  equalization  formula  in  this  context  is  to  determine  the 
level  of  contributions  and  of  withdrawals.  However,  restricting  the 
focus  to  actual  revenues  is  likely  to  lead  to  too  narrow  a  conception  of 
inputs  and  outflows.  For  example,  the  largest  source  of 'equalization’ 
of  NFBs  from  energy  revenues  is  the  low  domestic  price  for  energy. 
The  royalties  lost  to  the  producing  provinces  as  a  result  of  this  low 
price  should  be  counted  as  a  'contribution’  and  the  corresponding 
benefits  to  consumers  in  all  provinces  should  be  viewed  as  a 
'withdrawal’.  As  the  domestic  price  nears  the  world  level,  these 
transfers  will  naturally  diminish.  Nonetheless,  as  the  data  in 
Chapter  5  indicate,  the  dollar  value  of  these  transfers  can  be  immense. 
Thus  they  ought  to  be  incorporated  in  any  interprovincial 
revenue-sharing  program,  even  though  not  all  of  the  empirical 
estimates  of  the  alternatives  evaluated  in  this  chapter  will  take  them 
into  account. 
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Finally,  interprovincial  sharing  as  an  approach  to  equalization  has 
implications  that  transcend  the  objective  of  minimizing  differences  in 
NFBs  across  provinces.  In  particular,  equalizing  NFBs  via  a  federally 
run  program  will  lead  to  a  much  larger  overall  government  sector 
than  will  a  scheme  that  equalizes  NFBs  by  means  of  an 
interprovincial  revenue-sharing  pool.  This  is  so  because  in  the  latter 
case  existing  revenues  are  transferred  between  jurisdictions,  whereas 
in  the  former  case  new  revenues  have  to  be  raised  in  order  to  bring  up 
the  fiscal  capacities  of  the  low-NFB  provinces.  Unfortunately,  this 
issue — the  manner  in  which  the  equalization  program  is  likely  to 
affect  the  overall  size  of  government — is  scarcely  ever  mentioned  in 
the  analytic  work  on  equalization.  It  will  not  be  highlighted  in  the 
present  analysis  either,  except  insofar  as  the  point  recurs  that 
interprovincial  schemes  can  attain  the  efficiency  and  equity  goals  of 
equalization  without  resorting  to  an  overall  increase  in  the  size  of 
government  and  in  the  role  of  government  in  the  economy. 

With  these  few  caveats  as  a  backdrop,  I  turn  to  the  analysis  of 
alternative  approaches  to  dealing  with  resource  revenues,  beginning 
with  two-tier  systems. 

TWO-TIER  SYSTEMS 
The  rationale 

The  principle  underlying  a  two-tier  system  is  rather  straightforward. 
There  would  be  two  parts  to  the  equalization  formula.  The  first  part, 
or  first  tier,  would  be  'business  as  usual’  in  the  sense  that  the  RNAS 
equalization  formula  would  apply  to  a  selected  subset  of  the  revenue 
categories.  For  the  revenue  categories  in  this  first  tier,  all  provinces’ 
fiscal  capacities  would  be  brought  up  to,  say,  the  national  average 
level1  and  there  would  be  no  direct  payments  by  provinces  into  the 
scheme;  that  is,  it  would  be  funded  from  Ottawa’s  consolidated 
revenues.  Thus,  the  first  tier  would  be  effectively  identical  to  the 
RNAS  scheme  outlined  in  Chapters  4  and  5. 

The  second  tier  would  take  the  form  of  an  interprovincial 
revenue-sharing  pool.  To  anticipate  the  later  analysis,  the  revenues 
equalized  under  this  second  tier  would  consist,  essentially,  of  the 
resource  revenues.  Resource-rich  provinces  would  contribute  a 
portion  (say,  one-third)  of  their  per  capita  resource  revenues  in  excess 
of  the  national  average  per  capita  level,  and  resource-poor  provinces 
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would  draw  this  same  proportion  for  any  per  capita  deficiency.  By 
design,  the  pool  would  be  self-financing,  and  the  scheme  could  be 
administered  either  by  Ottawa  or  by  the  provinces. 

There  is,  of  course,  an  element  of  arbitrariness  in  deciding  which 
revenue  cateogries  should  be  allocated  to  the  second  tier.  One  decision 
rule  might  be  that  Ottawa  should  undertake  to  equalize  only  those 
revenue  categories  that  it  shares  jointly  with  the  provinces.  This 
would  put  personal  and  corporate  income  taxes  in  the  first  tier.  The 
approach  adopted  by  Copplestone  and  myself  in  our  study  was  to 
include  all  but  the  resource  categories  (renewable  as  well  as 
nonrenewable)  in  the  first  tier.  Our  rationale  was  that,  by  and  large, 
the  distribution  of  nonresource  revenues  across  provinces  does  not 
differ  much  from  the  distribution  of  Ottawa’s  sources  of  revenues. 
Consequently,  this  approach  would  ensure  a  rough-and-ready  'equity’ 
in  the  funding  of  the  first  tier  of  the  program.  For  example,  suppose 
that  retail  sales  revenues  rose  in  Ontario.  Equalization  payments 
would  increase.  However,  Ottawa’s  revenues  from  Ontario  would 
likely  also  increase,  since  the  retail  sales  increase  would  likely  be 
generated  by  a  rise  in  Ontario’s  personal  income.  Thus  the  fact  that 
Ontario  was  the  source  of  the  increased  equalization  flows  would  be 
matched  by  the  fact  that  a  greater  share  of  Ottawa’s  revenues 
originated  from  this  province.  However,  the  breakdown  is 
nonetheless  an  arbitrary  one. 

Before  we  proceed  to  the  second  tier,  it  is  worth  noting  that  one 
could  approach  the  first  tier  in  terms  of  a  'macro’  formula.  The 
equalization  flows  that  arose  from  the  application  of  a  macro  formula 
to  the  nonresource  categories  would  differ  little  from  the  flows  that 
arose  from  the  application  of  an  RNAS  approach  since  (a)  revenues  to 
be  equalized  would  remain  the  same  (i.e.,  the  sum  of  the  provincial 
revenues  from  the  nonresource  categories)  and  (b)  the  fiscal 
deficiencies  that  arose  from  a  macro  base  would  not  differ  much  from 
the  aggregate  average  deficiencies  for  the  nonresource  revenues  that 
arose  from  an  RNAS  approach,  as  was  evident  from  the  analysis  in  the 
previous  chapter. 

The  second  tier 

In  order  to  determine  payments  into  and  withdrawals  from  the  second 
tier,  we  aggregate  all  the  resource  revenues  into  a  single  category  and 
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define  entitlements  in  terms  of  the  excess  or  shortfall  of  a  province’s 
per  capita  resource  revenue  compared  with  the  national  average  per 
capita  resource  revenues.  Notationally, 
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-  =  a  I  -  -  
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the  all-province  average  for  per  capita  resource  revenues 
(subscript  c  denotes  Canada  or  the  'all-province’  total), 
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per  capita  resource  revenues  for  province  i, 
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the  equalization  parameter — that  is,  the  fraction  of  the  per  capita 
excess  or  deficiency  that  is  subject  to  equalization  (another  way  to 
view  a  is  as  the  pay-out  or  pay-in  ratio). 


Ideally,  all  resource  revenues  and/or  rents  would  enter  the  formula, 
including  the  profits  arising  from  facilities  such  as  Quebec  Hydro  and 
Ontario  Hydro  and  the  rents  from  these  facilities  that  are  returned  to 
their  customers  in  the  form  of  low  electricity  prices.  In  the  empirical 
exercise  that  follows,  however,  the  analysis  will  be  restricted  to  those 
revenue  categories  that  enter  the  present  equalization  formula 
(except  that  100  per  cent  of  resource  revenues  will  enter  the  formula 
and  not  the  50  per  cent  that  entered  it  in  the  later  years  of  the  RNAS 
program).  Moreover,  no  attempt  will  be  made  to  allow  for  the  fact  that 
the  energy-producing  provinces  are  already  sharing  their  wealth  with 
the  rest  of  Canada  via  the  low  domestic  price  for  energy.  Thus  the 
quantitative  results  will  significantly  overrepresent  the  true  share  of 
Total’  resource  revenues  that  accrue  to  the  fossil-energy-producing 
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provinces.  Some  estimates  of  equalization  based  on  a  more 
comprehensive  definition  of  resource  revenues  will  be  presented  later 
in  the  context  of  the  analysis  of  interprovincial  revenue-sharing  pools. 

There  is  a  second  point  that  deserves  mention.  In  principle,  the 
resource  revenues  that  enter  the  formula  ought  to  be  standardized  for 
tax  effort.  Suppose  that  one  is  able  to  obtain  estimates  of  the  True’ 
rent  potential  of  each  resource  deposit  across  the  provinces.  It  would 
appear  to  be  appropriate  to  enter  into  the  formula  only  those  potential 
revenues  represented  by  the  application,  by  source,  of  some  'average’ 
tax  rate  to  the  tax  base.  Any  additional  revenues  collected  by  a 
province  because  it  taxes  resources  in  excess  of  their  standardized 
rates  ought  in  principle  to  be  excluded  from  the  formula.  The 
numerical  examples  that  follow  ignore  this  consideration.  They 
assume,  implicitly,  that  all  provincial  governments  are  revenue 
maximizers — which  is  clearly  not  the  case,  since  some  prefer  to  al¬ 
locate  the  rents  to  their  citizens  (e.g.,  in  the  form  of  lower  prices  for 
energy)  rather  than  collect  these  rents  in  the  form  of  government 
revenues. 

I  have  identified  these  departures  from  principle  at  the  outset  in 
order  to  alert  the  reader  to  the  fact  that  the  estimates  given  below  are 
very  speculative  indeed — so  much  so  that  their  net  impact  may  well 
be  to  confuse  rather  than  inform.  However,  it  is  important  to 
recognize  that  the  existing  equalization  program  also  overlooks  most 
of  the  considerations  I  have  mentioned. 

Making  the  two-tier  system  operational:  some  estimates 

Table  8.1  presents  data  relating  to  the  manner  in  which  a  two-tier 
equalization  system  might  work.  The  data  in  the  table  relate  to  fiscal 
year  1982-83. 

Column  1  focuses  on  the  first  tier.  Included  in  this  tier  are  revenue 
categories  l  through  14  and  24  through  29  from  the  Chapter  4 
classification  of  revenues.  These  revenues  are  equalized  up  to  the 
national  average  or  all-province  standard.  Aggregate  equalization 
payments  for  the  first  tier  sum  to  $3,409  million.  This  figure 
represents  a  saving  of  roughly  $2  billion  over  the  equalization  total 
that  would  have  been  generated  under  a  continuation  of  the  RNAS 
approach  for  1982-83  ($5.3  billion  from  Table  12.5  in  Chapter  12). 
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TABLE  8.1 

Two-tier  system  ($millions,  1982-83) 
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Alternative  ways  of  dealing  with  this  federal  windfall  will  be  dealt 
with  below. 

Columns  2  and  3  present  estimates  of  equalization  entitlements 
arising  from  the  second  or  natural-resource  tier.  These  entitlements 
are  derived  from  applying  the  formula  in  equation  8.1  to  the  revenue 
data  relating  to  fiscal  year  1982-83.  The  equalization  parameter,  a 
(i.e.,  the  pay-in  and  withdrawal  ratio),  is  20  per  cent  in  column  2  and 
33^  per  cent  in  column  3.  Since  the  second  tier  is  self-financing  (i.e., 
the  entitlements  sum  to  zero),  the  totals  associated  with  these 
columns  relate  only  to  the  positive  (or  negative)  equalization 
entitlements.  With  a  =  payments  equal  $2,411.7  million.  Given 
the  resource  revenues  associated  with  the  current  equalization 
formula,  only  two  provinces — Saskatchewan  and  Alberta — contribute 
funds  to  the  second  tier;  the  remaining  provinces  are  beneficiaries. 

Columns  4  and  5  convert  these  equalization  entitlements  into 
equalization  payments.  An  important  characteristic  of  the  two-tier 
approach  developed  by  Copplestone  and  myself  is  that  the  two  tiers 
are  not  deemed  to  be  independent  of  one  another.  What  this  means  is 
that  a  province  which  has  a  positive  entitlement  (is  'poor’)  for  the 
second  tier  will  receive  payments  only  for  the  portion  of  this 
entitlement  that  exceeds  any  negative  entitlement  associated  with  the 
first  tier.  Consider  Ontario,  for  example.  With  a  =  .2,  Ontario’s 
second-tier  entitlement  is  $667.1  million,  and  it  is  $1,111.9  million 
with  a  =  However,  it  is  a  'rich’  province  for  the  first  tier:  from 
column  1  its  negative  entitlement  is  nearly  three-quarters  of  a  billion 
dollars.  By  the  very  nature  of  the  first  tier,  Ontario  does  not 
contribute  this  amount  to  the  funding  of  the  program.  Hence,  for 
a  =  .2  Ontario  would  not  receive  any  equalization  from  the  second 
tier  (see  column  4),  since  its  positive  second-tier  entitlement  is  less 
than  its  negative  first-tier  entitlement.  For  a  =  however,  Ontario 
would  be  eligible  to  receive  $389.5  million,  the  amount  by  which  the 
positive  entry  in  column  3  exceeds  the  negative  entry  in  column  1. 

British  Columbia  has  positive  entitlements  in  columns  2  and  3,  but 
in  neither  case  do  they  exceed  its  negative  entitlements  for  the  first 
tier.  Hence  British  Columbia’s  equalization  payments  for  the  second 
tier  (columns  4  and  5)  are  set  to  zero. 

As  a  result  of  these  rollbacks,  the  positive  flows  for  Ontario  and 
British  Columbia  in  columns  2  and  3  are  scaled  down  in  columns  4  and 
5.  Likewise,  the  payments  into  the  second  tier  by  Saskatchewan  and 
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Alberta  are  also  scaled  down  proportionally.  Of  the  roughly  $1.6 
billion  in  second-tier  flows  in  column  5,  over  $1.5  billion  would  come 
from  Alberta  and  just  under  $100  million  from  Saskatchewan. 

Columns  6  and  7  sum  the  equalization  flows  for  both  tiers.  With 
a  =  .2,  aggregate  payments  to  recipient  provinces  are 

approximately  $4  billion;  with  a  =  -J-,  the  payments  are  $4.9  billion. 

As  will  be  documented  in  Chapter  12,  equalization  flows  for 
1982-83  under  the  assumption  that  the  RNAS  approach  was  still  in 
force  would  be  approximately  $5.3  billion.  This  total  is  somewhat 
larger  than  the  two-tier  total  in  Table  8.1.  However,  it  is  important  to 
recognize  that  there  are  some  additional  savings  in  Table  8.1  that 
have  gone  unallocated.  Specifically,  Ottawa’s  portion  of  the  funding 
amounts  to  only  $3,288  million;  the  remaining  $1,611  million  (for 
a  =  J)  is  provided  by  Saskatchewan  and  Alberta.  The  figures  in 
column  8  of  Table  8.1  assume  that  Ottawa  reduces  its  tax  take  from 
the  provinces  by  an  equivalent  amount  (i.e.,  by  $1,611  million).  The 
provincial  'savings’  are  derived  by  applying  the  estimates  of  the 
provincial  shares  of  Ottawa’s  revenue  (from  row  A.l  of  Table  3.1)  to 
the  $1,611  million  total.  Note  that  these  dollar  savings  accrue  to 
provincial  residents  and  not  to  provincial  governments.  Nonetheless, 
the  sum  of  the  column  7  and  column  8  figures  for  any  province 
corresponds  quite  closely  to  what  the  province  would  receive  under  a 
continuation  of  the  RNAS  system.  Note  that  the  big  'winner’  would  be 
Ontario,  to  the  tune  of  roughly  $1  billion  dollars. 

Two-tier  systems:  an  evaluation 

Among  the  advantages  that  could  be  claimed  for  a  two-tier  system  are 
the  following: 

1  It  addresses  the  'funding  inequity’  inherent  in  the  old  equalization 
formula.  This  inequity  arose  from  the  circumstance  that  the  source  of 
the  escalation  in  equalization  payments  differed  geographically  from 
the  source  of  the  revenues  Ottawa  exacted  to  cover  the  increased 
payments.  Specifically,  the  rising  revenues  of  the  energy-producing 
provinces,  in  particular  Alberta  and  Saskatchewan,  generated  the 
increased  equalization  whereas  Ontario  residents  were  called  upon  to 
foot  nearly  40  per  cent  of  the  additional  equalization  bill.  The  funding 
inequity  was  aggravated  by  the  'personal  income  override’  that 
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precluded  Ontario  from  being  a  recipient  of  equalization  under  the 
RNAS  program. 

2  This  general  point  can  be  phrased  somewhat  differently:  the 
funding  of  equalization  is  more  in  line  with  'ability  to  pay’  under  a 
two-tier  system  than  it  was  under  the  RNAS.  As  John  Helliwell  once 
remarked,  if  interprovincial  revenue-sharing  pools  for  resource  rents 
do  not  make  sense,  neither  does  the  United  Way. 

3  The  version  of  a  two-tier  system  that  I  have  described  here  allows 
positive  second-tier  flows  only  when  they  exceed  the  value  of  any 
negative  first-tier  entitlements.  Other  two-tier  systems  treat  the  tiers 
independently  and  would,  therefore,  involve  considerably  larger 
transfers  from  the  coffers  of  the  resource-rich  provinces  to  Ontario.3 
Economics  provides  little  in  the  way  of  guidelines  as  to  which 
approach  is  to  be  preferred.  Indeed,  the  revenue-sharing  pools  dealt 
with  below  implicitly,  if  not  explicitly,  separate  the  sharing  of 
resource  rents  and  the  formal  equalization  program.  However,  the 
integration  of  the  two  tiers  would  be  more  palatable  to  the 
resource-rich  provinces  than  their  separation  (although  probably  not 
so  much  more  palatable  that  Alberta  and  Saskatchewan  would  agree 
to  go  along  with  such  a  proposal — a  point  that  will  be  discussed  be¬ 
low). 

4  A  two-tier  system  is  more  consistent  with  the  efficiency  arguments 
for  equalization  than  is  an  RNAS  approach.  This  is  so  because  the 
second  tier  effectively  amounts  to  a  direct  transfer  of  NFBs  from 
high-NFB  provinces  to  low-NFB  provinces.  Thus,  for  an  equivalent 
amount  of  equalization  payments,  the  variation  in  post-equalization 
NFBs  will  be  narrower  under  a  two-tier  system  than  under  an  RNAS 
approach.  Indeed,  under  the  RNAS  program  there  existed  the 
possibility  that  Alberta-Ontario  NFB  differentials  might  be 
exacerbated ,4 

5  A  related  point  is  that  since  the  second  tier  of  the  system  transfers 
existing  revenues  across  jurisdictions  rather  than  requiring  that  new 
revenues  be  raised,  as  was  the  case  under  the  RNAS  system,  it  should 
lead  to  a  smaller  overall  government  sector. 

6  A  final  possible  advantage  of  a  two-tier  system  is  that  it  would 
generate  a  considerable  saving  for  the  federal  government.  In  the 
pre-NEP  days,  when  the  two-tier  system  was  initially  proposed,  it  was 
apparent  to  many  observers  that  the  federal  government  did  not  have 
access  to  sufficient  energy  revenues. 


239 


Equalization  payments 


In  general,  therefore,  it  was  and  probably  still  is  possible  to  make  a 
reasonably  strong  case  in  favour  of  a  two-tier  system.  Indeed,  in  his 
appearance  before  the  Parliamentary  Task  Force  on  Federal- 
Provincial  Fiscal  Arrangements,  Minister  of  Finance  Allan 
MacEachen  made  the  point  that 

a  number  of  Canadian  economists,  from  both  Eastern  and 
Western  Canada,  have  suggested  a  somewhat  different 
approach,  which  would  involve  the  sharing  or  'pooling’  among 
provincial  governments  of  a  portion  of  their  natural  resource 
revenues.  This  is  a  rather  novel  idea  in  the  Canadian  context, 
where  distribution  on  a  national  scale  has  always  been  seen  to 
be  the  responsibility  of  the  federal  government.  But  it  would 
be  consistent  with  the  principle  of  equalization  which  might 
soon  be  entrenched  in  the  Constitution  and  which  would 
commit  the  provincial  legislatures  as  well  as  Parliament.  It 
might  also  be  noted  that  there  is  a  precedent  for  a  program  of 
this  nature,  since  the  revenues  of  the  member  states  of  the 
Federal  Republic  of  Germany  are  essentially  equalized  by 
means  of  transfer  payments  among  state  governments. 
(MacEachen  1981,  17)5 

There  are,  of  course,  also  several  problems  associated  with  a 
two-tier  system.  Some  of  them  are  the  mirror  images  of  the  various 
'advantages’  enumerated  above.  More  serious  perhaps  is  the  fact  that, 
for  all  intents  and  purposes,  the  second  tier  would  be  financed  by 
Alberta.  Why  would  or  should  this  province  agree  to  such  an 
arrangement?  At  the  time  that  the  proposal  was  put  forward,  in  the 
late  1970s,  my  answer  to  this  question  was  as  follows.  First,  in  one 
way  or  another,  the  federal  government  was  going  to  get  a  larger  slice 
of  the  energy  rents.  Hence,  Alberta  could  give  up  some  resource 
revenues  and  at  the  same  time  gain  considerable  credit  in  the  eyes  of 
the  rest  of  Canada  by  undertaking  the  Financing  of  such  a  second  tier. 
Second,  if  Alberta  agreed  to  share  resource  revenues  with  the  rest  of 
the  provinces  it  might  find  them  more  receptive  to  arguments  for 
raising  the  domestic  price  of  energy.  Third,  in  twenty  years  the  major 
source  of  resource  revenues  might  be,  say,  water  power  rentals  rather 
than  fossil  fuel  rents,  in  which  case  Alberta  might  be  on  the  receiving 
end  of  these  interprovincial  rent  transfers.  Finally,  and  more 
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generally,  if  the  provinces  desired  an  increased  degree  of  power  within 
the  federation,  they  were  going  to  have  to  shoulder  a  corresponding 
increase  in  responsibilties. 

Since  the  advent  of  the  National  Energy  Program  these  arguments, 
particularly  the  first  one,  have  less  force.  Indeed,  one  important 
problem  that  the  two-tier  system  is  designed  to  address,  namely  the 
funding  inequity  associated  with  equalization,  has  been  ameliorated 
by  the  substantial  increase  in  the  federal  share  of  energy  rents 
associated  with  the  NEP  provisions.  However,  to  the  extent  that  the 
two-tiered  system  is  regarded  as  a  means  of  equalizing  the  differential 
NFBs  arising  from  energy  revenues,  its  rationale  remains  intact  in 
spite  of  the  National  Energy  Policy. 

There  is  another  criticism  that  can  be  levelled  at  any  two-tier 
scheme,  namely  that  the  notion  of  a  funding  inequity  is 
fundamentally  misplaced  since  it  arises  from  looking  at  only  the 
equalization  aspect  of  the  overall  interprovincial  resource-revenue 
picture.  An  equally  important  aspect  is  the  interprovincial  sharing  of 
rents  that  arises  from  the  low  domestic  price  for  energy.  From  Table 
5.1,  Alberta’s  forgone  annual  revenues  prior  to  the  introduction  of  the 
NEP  were  $361  million  for  each  dollar  of  difference  between  the 
domestic  and  world  energy  prices.  Moreover,  the  benefit  to  consuming 
Canadians  was  on  the  order  of  $900  million  for  each  dollar  of  shortfall 
in  the  domestic  price.  Given  that  Canada’s  price  was  at  times  nearly 
$20  below  the  world  price,  the  benefits  to  consuming  Canadians  far 
exceeded  the  dollar  transfer  under  the  equalization  program.  More  to 
the  point,  Alberta’s  forgone  revenues  were  also  larger  than 
equalization  flows.  In  this  sense,  the  energy-producing  provinces 
were  already  transferring  enormous  'revenues’  to  the  rest  of  Canada. 
This  point  is  well  taken.  In  our  original  article,  Copplestone  and  I 
argued  that  either  (a)  these  transfers  be  taken  into  account  when 
calculating  the  second-tier  contributions  or  (b)  the  two-tier  system  be 
implemented  only  once  Canadian  prices  reached  to  world  levels. 

A  related  point  concerns  the  particular  version  of  the  two-tier 
system  embodied  in  Table  8.1.  This  scheme  incorporates  a  rather 
narrow  view  of  resource  rents — specifically,  it  includes  only  rents  that 
are  actually  collected  and  ignores  rents  that  are  passed  on  to 
consumers  in  the  form  of  lower  prices  (e.g.,  hydro  rents).  Once  again, 
most,  if  not  all,  analysts  who  argue  for  revenue-sharing  recognize  this 
point.  The  difficulty  lies  in  measuring  these  potential  or  uncollected 
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rents,  as  will  become  rather  obvious  in  the  estimates  that  appear  later 
in  the  chapter. 

I  shall  have  more  to  say  about  two-tier  systems  in  the  conclusion  to 
this  chapter.  In  addition,  the  appendix  to  the  chapter  will  briefly 
discuss  the  West  German  equalization  system,  which  does  incorporate 
a  version  of  the  two-tiered  scheme.  For  the  present,  let  us  consider 
interprovincial  revenue-sharing  pools  as  an  alternative  to  the  existing 
equalization  arrangements. 

INTERPROVINCIAL  REVENUE-SHARING  POOLS: 

THE  HELLIWELL-SCOTT  APPROACH 

The  rationale 

In  focusing  on  the  interprovincial  revenue-sharing  scheme  proposed 
by  John  Helliwell  and  Anthony  Scott,  I  shall  rely  primarily  on  their 
own  words.  In  proposing  interprovincial  revenue-sharing  as  an 
alternative  to  the  current  scheme,  they  emphasize  both  the  funding 
inequity  referred  to  in  the  previous  section  and  the  need,  on  efficiency 
grounds,  to  reduce  the  differences  in  NFBs  across  provinces. 
Moreover  they  add  a  third  rationale,  namely  the  shift  in  vertical  fiscal 
imbalance: 

If  we  are  in  a  situation  where  the  federal  government  has 
better  fiscal  resources  in  a  vertical  sense  [i.e.,  vis-a-vis  the 
provinces],  and  some  regions  have  poor  fiscal  resources,  then  it 
seems  quite  natural  that  we  should  have  a  system  of  the  kind 
we  have  had  in  the  past,  financed  by  the  federal  government 
with  payments  to  the  poorer  regions.  What  we  see  happening 
as  we  look  at  budget  balances  over  the  last  decade  is  that  the 
vertical  imbalance  has  changed  rather  dramatically.  It  is  no 
longer  the  case  that  with  equivalent  pressures  on.. .tax  payers 
the  federal  government  has  a  bourgeoning  surplus  which  it  is 
able  to  distribute  equally  to  those  regions  that  are  worse  off: 
on  the  contrary,  the  major  power  to  help  the  poorest  regions  is 
now  located  in  other  regions  such  as  in  surpluses  at  the 
provincial  level  in  some  provinces.  (Testimony  in  House  of 
Commons  1981,  17:7) 

While  Helliwell  and  Scott  recognize  the  special  problems  associated 
with  resource  revenues,  in  the  final  analysis  they  argue  that  the 
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interprovincial  revenue-sharing  pool  should  apply  to  all  provincial 
revenues  and  not  just  to  those  related  to  resources: 

We  propose  that  the  provincial  governments  collectively 
establish  an  interprovincial  revenue-sharing  system.  It  would 
be  under  their  own  direction.... 

Should  the  provinces  share  only  their  resource  revenues?... 
There  are  several  reasons  for  treating  resources  and  their 
finances  differently.  As  we  have  seen,  their  inclusion  in  the 
present  formula  has  endangered  the  precision  of  equalization. 
Taking  them  out  would  remove  the  need  to  tinker  with  what 
should  be  a  simple  system.  Furthermore,  resources  and  their 
revenues  belong  to  the  provinces.  The  power  to  set  prices  and 
royalties  for  their  use  brings  more  than  money:  it  also 
provides  an  effective  instrument  for  guiding  resource 
exploitation.  The  timing  and  method  of  resource  exploitation, 
coupled  with  provincial  powers  over  local  transport  and 
infrastructure,  can  also  guide  regional  economic  development. 
This  is  not  a  trivial  provincial  function,  when  resources  are 
vulnerable  and  exhaustible,  their  prices  and  quantities 
uncertain,  and  their  locations  unpredictable.  Finally, 
resources  can  produce  true  rents  after  all  necessary  profits  and 
costs  of  discovery,  development  and  production.  Provinces 
using  their  local  knowledge  and  playing  their  landlord  role 
can  arguably  set  royalties  to  capture  some  rent  without 
deterring  or  distorting  private  investment.  Taken  together 
these  considerations  constitute  a  strong  argument  for 
grouping  resource  revenues,  keeping  them  under  provincial 
control,  and  for  sharing  them  among  all  provinces. 

However,  these  characteristics  do  not  justify  resource 
revenues’  being  the  only  sources  to  be  pooled  and  shared.  For, 
in  each  province  much  resource  rent  or  surplus  winds  up  in 
private  profits,  urban  land  values,  and  labour  earnings. 
Furthermore,  elsewhere,  similar  surpluses  are  created  by 
man-made  advantages  to  industry:  tariffs  and  quotas; 
monopoly  power;  and  public  transport  policies  and  subsidies. 
Thus  much  provincial  revenue  disparity  originates  in 
differences  among  regional  rent-like  incomes,  not  all 
connected  with  natural  wealth  or  scarcity. 

For  this  reason,  while  maintaining  a  special  concern  that 
resource  management  and  revenues  not  be  transferred  from 
provincial  jurisdiction,  we  would  replace  the  entire 
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equalization  scheme  with  an  interprovincial  sharing  system. 
(Helliwell  and  Scott  1981,  53-54) 

Helliwell  and  Scott  elaborate  on  the  manner  in  which  resource 
revenues  would  be  defined  for  the  purposes  of  their  proposal.  First, 
resource  revenues  would  include  the  'potential  hydro-electric 
revenues  that  most  hydro-rich  provinces  do  not  bother  to  collect’  (ibid., 
52);  eventually  they  would  include  revenues  from  other  untaxed 
resources  as  well.  Second, 

the  system  must  give  credit  to  Alberta  for  the  sharing  already 
underway  in  the  form  of  sales  of  oil  and  gas  to  other  Canadians 
at  less  than  world  oil  prices.  This  feature  would  reduce  the 
immediate  impact  of  the  system  on  Alberta,  and'would  give 
the  governments  and  taxpayers  of  the  oil-consuming  provinces 
a  greater  stake  in  the  potential  revenues  from  increasing- 
energy  prices  and  encouraging  efficient  energy  use. 

Setting  up  the  sharing  system  now,  before  oil  and  gas 
resources  are  depleted,  would  provide  Alberta  with  long-run 
insurance  akin  to  its  own  heritage  fund.  Alberta’s  contributed 
revenues  would  dominate  in  the  first  few  years,  but  those  from 
other  province’s  resources  would  take  up  the  burden  later. 
Sharing  would  become  a  means  of  banking  not  only  oil  and  gas 
revenues,  but  also  goodwill.  (Ibid.,  53) 

They  conclude  their  analysis  with  a  further  comment  on  the  Alberta 
situation: 

The  political  challenge  will  lie  in  convincing  the  most  resource 
rich  provinces,  especially  Alberta,  that  in  the  long  run  it  may 
be  more  satisfactory  and  rewarding  for  Albertans  to  send  some 
of  the  current  revenues  to  New  Brunswickers  rather  than  to 
attract  New  Brunswickers  to  live  by  the  oil  wells  in  order  to 
collect  their  share.  (Ibid.,  56) 

This  last  point  refers,  of  course,  to  fiscally  induced  or  rent-sharing 
migration  in  response  to  differential  NFBs. 
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The  proposal 

Helliwell  and  Scott  propose  that  each  province  contribute  25  per  cent 
of  its  standardized  total  revenues  to  the  common  pool.  Withdrawals 
would  be  on  an  equal  per  capita  basis.  This  scheme  can  be  expressed 
as  follows: 


P 

E  =  —  (.25  77?  )  -  ,2b  TR.  ,  (8.2) 

i  p  c  i 

c 

where 

Et  =  equalization  payments  to  province  i, 

.25  TRt  -  each  province’s  contribution  into  the  common  pool,  namely  25  per 
ent  of  its  total  revenues  ( hence  the  value  of  the  comon  pool  will  equal 
.25  TRc ,  where  TRc  is  the  sum  of  the  provinces’ total  revenues),  and 


P 

—  (  25  TR  )  ~  each  province’s  withdrawal  from  the  pool — that  is,  total  re- 

p  '  c  venues  in  the  pool  (.25  TRC)  allocated  on  a  per  capita  basis, 
c  where  P[IPC  is  each  province’s  share  of  total  population. 


Equation  8.2  can  be  simplified  by  dividing  both  sides  of  the 
equation  by  Pt : 


E  (.25  TR  )  .25  TR 

i  c  i 

P  P  P 

l  C  l 

or 


(8.3) 


Thus  if  a  province’s  revenues,  in  per  capita  terms,  are  less  than  the 
all-province  average  of  revenues,  it  will  receive  positive  payments 
equal  to  one-quarter  of  this  difference.  And  vice  versa,  since  the  rich 
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provinces,  (i.e.,  those  for  whom  the  bracketed  term  in  equation  8.3  is 
negative)  will  have  to  make  contributions  to  the  pool  equal  to 
one-quarter  of  their  excess  per  capita  revenues. 

Some  estimates 

Table  8.2  presents  estimates  of  the  Helliwell-Scott  formula  applied  to 
1982-83  provincial  revenue  data.  It  should  be  emphasized  at  the 
outset  that  the  authors  probably  would  not  agree  with  this  application 
of  their  formula,  since  it  neither  takes  account  of  potential  as  distinct 
from  actual  revenues  nor  gives  any  credit  to  Alberta  for  the  sharing  it 
already  does  in  terms  of  the  low  domestic  energy  price.  Table  8.3  in 
the  following  section  presents  some  estimates  along  Helliwell-Scott 
lines  that  do  incorporate  these  features.  For  present  purposes,  the 
application  is  limited  to  the  range  of  revenues  that  enter  the  existing 
equalization  program. 

The  figures  for  provincial  per  capita  revenues  in  row  1  are  not 
actual  revenues.  Rather  they  are  the  revenues  that  would  be  obtained 
by  applying  national  average  tax  rates  to  provincial  revenue  bases. 
The  figure  in  the  final  column,  $3,253,  is  the  all-province  average, 
which  corresponds  to  TRC/PC  in  equation  8.3. 

Row  2  presents  data  relating  to  the  bracketed  term  in  equation  8.3, 
and  row  3  contains  the  equalization  flows.  They  range  from  -(-$430 
per  capita  for  Prince  Edward  Island  to  —$1,739  for  Alberta.  When 
expressed  in  dollar  terms  (rather  than  per  capita  terms)  the  flows  sum 
to  zero  across  all  provinces,  as  is  necessary  under  an  interprovincial 
revenue-sharing  pool. 

Row  4  contains,  for  comparison  purposes,  the  1982  estimates  of 
projected  per  capita  equalization  flows  for  1982-83,  based  on  the  new 
RFPS  equalization  formula.  At  a  glance,  the  equalization 
implications  of  the  two  formulae  appear  to  be  vastly  different. 
However,  it  is  important  to  recognize  that  unlike  the  existing  formula 
the  Helliwell-Scott  formula  is  a  net  (receipts  less  payouts) 
equalization  scheme.  Consequently,  in  order  to  properly  compare  the 
two  schemes  it  is  necessary  to  put  them  on  the  same  basis.  Row  5  of 
Table  8.2  indicates  by  province  the  federal  revenue  needed,  on  a  per 
capita  basis,  to  finance  the  equalization  flows  in  row  4.  Subtracting 
row  5  from  row  4  converts  the  latter  to  a  net  basis.  Alternatively,  if 
one  assumes  that  under  the  Helliwell-Scott  scheme  Ottawa  reduces  its 
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TABLE  8.2 

A  Helliwell-Scott  model  utilizing  estimates  for  1982-83  provincial  revenues  ($  per  capita) 
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Equalization  payments 


spending  by  the  amount  of  the  equalization  program,  then  one  can  add 
the  figures  in  row  5  to  those  in  row  3  to  put  the  Helliwell-Scott  results 
on  the  same  basis  as  the  results  for  the  existing  scheme.  The 
implications  of  the  two  outcomes  are  much  the  same.  Compared  with 
the  existing  equalization  formula,  the  Helliwell-Scott  scheme  leaves 
the  Atlantic  region  worse  off,  it  benefits  Quebec,  Ontario,  and 
Manitoba,  and,  of  course,  it  penalizes  Alberta.  These  results  are 
readily  explained:  by  treating  all  revenues  in  an  identical  fashion  the 
Scott-Helliwell  scheme  favours  those  provinces  that  are  relatively 
well  off  in  terms  of  the  nonresource  revenues  (e.g.,  Ontario,  Quebec, 
Manitoba)  and  reduces  equalization  for  those  that  are  relatively  poor 
in  terms  of  the  traditional  revenue  sources  (the  Atlantic  Provinces). 
Raising  the  pay-in  and  payment  ratio  from  25  per  cent  to  50  per  cent 
will  raise  the  overall  flows  to  the  recipient  provinces,  but  the  relative 

t 

distribution  across  provinces  will  remain  as  shown  in  Table  8.2. 

Up  to  this  point,  all  of  the  resource-revenue  estimates  have  focused 
on  actual  rather  than  potential  (forgone  as  well  as  actual)  revenues. 
The  purpose  of  the  next  section  is  to  redress  this  situation.  To 
anticipate  the  analysis  somewhat,  the  discrepancies  in  the  various 
measures  of  these  potential  revenues  are  so  great  as  to  render  any 
such  exercise  of  dubious  value.  Much  needs  to  be  done  in  terms  of 
agreeing  upon  acceptable  measurement  standards  before  policy 
authorities  can  be  expected  to  consider  seriously  any  comprehensive 
rent-sharing  proposals. 

CALCULATING  POTENTIAL  RESOURCE  RENTS 

Underlying  all  the  interprovincial  revenue-sharing  proposals  are  the 
dual  assumptions  (a)  that  potential  as  well  as  actual  resource  revenues 
and  rents  should  be  calculated  and  (b)  that  the  resource  provinces 
should  be  given  credit  for  revenues  that  are  already  shared  via  such 
things  as  a  lower  domestic  energy  price.  However,  neither  of  the 
above  analyses  incorporated  these  assumptions  in  their  related 
calculations.  The  purpose  of  this  section  is  to  present  estimates  of 
such  calculations,  drawing  on  work  by  the  Economic  Council  of 
Canada  (1982).  It  should  be  noted  that  the  calculations  that  follow  are 
based  on  pre-NEP  data. 

Table  8.3  reproduces  the  ECC’s  estimates  of  resource  rents  by  pro¬ 
vince  for  1980.  Row  1  presents  actual  provincial  resource  revenues. 
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Table  8.3 

Estimates  of  the  magnitude  and  distribution  of  natural  resource  rents,  Canada,  by  province  or  territory,  1980  (millions  of  current  dollars) 
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Equalization  payments 


Uncollected  rents  for  crude  oil,  natural  gas,  and  hydroelectricity 
appear  in  rows  2a  through  2c.  Row  3  sums  the  actual  and  potential 
rents:  the  all-Canada  potential  equalled  some  $28  billion,  while  $7 
billion  was  actually  collected. 

Rows  4  through  6  focus  on  the  various  redistributions  of  rents  to 
other  provinces.  For  example,  rows  5a  and  5b  allocate  the  impact  of 
the  low  domestic  price  for  energy  across  provinces.  For  crude  oil,  the 
transfer  is  from  Alberta  and  Saskatchewan  to  the  residents  of  other 
provinces.  The  major  redistribution  of  hydro  rents  (row  5c)  is  from 
Newfoundland  to  Quebec,  reflecting  the  Churchill  Falls  contractual 
arrangement  betwee  n  these  provinces.  Row  6  focuses  on  the  resource- 
rent  redistribution  incorporated  in  the  current  equalization  formula. 
The  large  negative  entry  for  Ontario  relates  to  the  funding  inequity 
referred  to  on  many  previous  occasions. 

Row  8  presents  the  net  distribution  of  rents  by  province  for  1980.  It 
equals  row  3  minus  rows  4  and  7. 

Rows  9  through  11  convert  these  estimates  from  dollars  to  dollars 
per  capita. 

Row  12,  which  has  been  added  to  the  ECC  table,  applies  the 
Helliwell-Scott  formula  to  the  net  per  capita  rents  in  row  11.  Again  it 
is  far  from  clear  that  Helliwell  and  Scott  would  approve  of  this 
calculation.  It  is  true  that  credit  has  been  given  to  the  resource 
provinces  for  the  rent-sharing  associated  with  the  lower  domestic 
energy  prices  (a  calculation  they  would  recommend),  but  the  resulting 
benefits  that  accrue  to  citizens  (not  governments)  of  other  provinces 
have  been  added  to  the  provinces’  rents  (a  calculation  that  they  may 
not  agree  with).  In  any  event,  the  equalization  flows  in  row  12 
indicate  that  Prince  Edward  Island  would  receive  $141  per  person  and 
Ontario  would  receive  $100,  with  other  provinces’  benefits  at  lesser 
levels.  New  Brunswick,  Saskatchewan,  and  Alberta  are  net 
contributors  to  the  pool.  Interestingly  enough,  however,  focusing  on 
all  potential  rents  and  giving  credit  to  the  resource  provinces  for  the 
existing  rent  redistribution  associated  with  low  domestic  energy 
prices  has  substantially  reduced  Alberta’s  net  contributions  to  the 
common  pool  (i.e.,  —$656  per  capita  from  row  12  of  Table  8.3 
compared  with  —$1,739  from  row  3  of  Table  8.2).  More  generally, 
these  allocations  by  province  lend  considerable  substance  to  the 
earlier  claim  that  it  is  difficult  to  rationalize  the  RNAS  (or  even  the 
RFPS)  formula  in  terms  of  the  efficiency  criterion. 
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Resource  revenues  and  equalization 


As  noted  above,  the  estimates  in  Table  8.3  do  not  take  account  of 
the  recent  federal-provincial  energy  pacts  for  sharing  revenues. 
However,  the  problems  go  much  deeper.  Different  approaches  to 
estimating  potential  rents  can  lead  to  very  different  estimates.  In  an 
evaluation  of  the  Economic  Council  of  Canada’s  report,  Jean-Thomas 
Bernard  (1982)  presents  some  alternative  estimates  of  the  potential 
rents  from  hydro  facilities.  Table  8.4  compares  the  two  estimates. 
The  figures  are  widely  different,  even  to  the  point  of  reversing 
provincial  rankings  (see,  for  example,  the  figures  for  Manitoba  and 
British  Columbia).  Bernard  suggests  that  there  are  also  major 
discrepancies  in  the  measures  associated  with  natural  resources  other 
than  the  fossil  fuels.  The  reader  interested  in  why  these  measures  can 
vary  so  much  is  encouraged  to  go  to  the  original  documents  to  sort  out 
the  underlying  assumptions.  The  essential  point  is  that  there  is  no 
precise  and  generally  accepted  way  to  measure  the  potential  rents. 
Nor  is  it  clear  how  to  determine  whether  or  not  they  have  already 
been  capitalized  in  such  variables  as  wage  rates  or  land  prices. 
Bernard’s  conclusion  is  that  these  discrepancies  essentially 
guaranteed  that  policymakers  would  not  seriously  entertain  an 
interprovincial  revenue-sharing  pool  as  an  alternative  to  the  current 
equalization  program: 

Le  Conseil  Economique  du  Canada  s’est  aventure  dans  un 
champ  de  recherche  particulierement  difficile  en  s’attaquant  a 
1’evaluation  de  la  rente  associee  aux  ressources  naturelles 
canadiennes  et  a  sa  repartition.  Les  resultats  pour  le  petrole 
et  le  gaz  pretent  peu  a  la  controverse.  II  n’en  est  pas  ainsi  pour 
l’hydro-electricite  et  les  autres  ressources.  Ces  difficultes 
devaluation  peuvent  expliquer  en  partie  les  reticences 
exprimees  par  les  politiciens  dans  le  Rapport  Breau  a  l’egard 
des  regimes  de  perequation  qui  incorporaient  de  fagon 
significative  ces  sources  de  re venus.  (Ibid.,  298) 

THE  GAINER-POWRIE  PROPOSAL 

In  the  lead  article  of  the  first  issue  of  Canadian  Public  Policy  (1975), 
Walter  Gainer  and  Tom  Powrie  presented  a  rather  novel  approach  to 
the  sharing  of  provincial  resource  rents.  The  starting  point  of  their 
analysis  was  that  the  tax  claims  against  any  flow  of  rent  should  be  the 
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Table  8.4 

Alternative  estimates  of  hydro  rents  ($  millions,  1980) 


NFLD 

QUE 

ONT 

MAN 

BC 

Economic  Council  of  Canada17 

734 

1,514 

758 

456 

140 

Bernard,  Bridges,  and  Scott 

414 

968 

236 

119 

553 

a  These  figures  correspond  with  those  in  row  3  of  Table  8.3. 
SOURCE:  Bernard  (1982,  Table  1, 298) 


same  whether  this  rent  accrues  to  a  company,  a  private  person,  or  a 
government: 

If  all  royalties  in  Alberta  went  to  private  individuals,  they 
would  be  subject  to  personal  income  tax.  Federal  marginal 
rates  of  personal  income  tax  range  between  20  and  30  per  cent 
on  most  taxpayers,  although  the  general  level  of  marginal 
rates  in  Alberta  wrould  be  raised  if  potential  maximum  royalty 
revenues  were  distributed  to  persons  because  they  would 
amount  to  several  thousand  dollars  per  taxpayer.  If 
corporations  received  all  the  royalties,  they  would  be  subject 
to  a  federal  marginal  rate  of  nearly  40  percent.  (Ibid.,  11) 

The  difficulty  arises  when  the  rents  accrue  to  governments.  By 
virtue  of  Section  125  of  the  British  North  America  Act,  one  level  of 
government  is  forbidden  from  taxing  the  revenues  of  another  level  of 
government.  This  provision  has  come  to  be  expressed  in  popular 
parlance  as  The  Crown  cannot  tax  the  Crown’.  In  principle,  the 
Gainer-Powrie  concern  ought  to  be  extended  beyond  rents  to  include 
all  factor  incomes — rents,  profits,  and  interest.  However,  the 
implication  would  remain  the  same:  whether  factor  incomes  accrue  in 
the  public  sector  or  the  private  sector,  they  should  be  subject  to  similar 
tax  treatment. 

The  particular  concern  motivating  the  Gainer-Powrie  analysis 
related  to  the  fact  that  the  federal  government  did  not  receive  a  share 
of  the  provincial  energy  royalties.  Gainer  and  Powrie  recognized  that 
implementation  of  the  principle  of  uniform  treatment  of  factor 
incomes  would  have  to  be  through  negotiated  revenue-sharing 
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arrangements,  since  Section  125  probably  prohibited  unilateral  tax 
legislation: 

Obviously  there  is  much  room  for  negotiation  about  what  the 
federal  share  of  royalty  income  should  be  deemed  to  be  under 
our  principle  that  the  federal  share  should  be  the  same  as  it 
would  have  been  were  resources  privately  owned.  We  have 
chosen  the  figure  of  30  per  cent  as  a  reasonable  suggestion. 
(Ibid.) 

The  authors  went  on  to  estimate  what  equalization  payments  would 
have  looked  like  for  fiscal  year  1973-74,  given  a  70:30  sharing  of  oil 
royalties  between  the  provinces  and  the  federal  government.  They 
assumed  that  oil  was  priced  at  world  levels: 

Compared  with  the  actual  1973-74  equalization,  the  total  is  up 
by  $1.2  billion,  a  heavy  increase.  But  federal  revenues  are 
increased  by  $1.3  billion,  from  the  30  per  cent  share  of 
royalties,  so  there  is  no  net  burden  on  the  federal  treasury 
from  the  scheme.  (Ibid.,  1 1-12) 

Some  interesting  implications  flow  from  the  Gainer-Powrie 
contribution.  First  of  all,  while  their  analysis  does  provide  an 
alternative  approach  to  the  funding  of  energy-related  equalization,  it 
does  so  by  resort  to  a  quite  separate  principle,  namely  that  factor 
incomes  accruing  in  the  private  or  public  sectors  ought  to  be  subject  to 
similar  tax  treatment.  However,  the  principle  can  be  extended 
further:  for  example,  I  have  suggested  that  elsewhere  a  negotiated 
compromise  with  respect  to  Section  125  would  have  provided  an 
alternative  to  the  NEP  in  terms  of  sorting  out  Canada’s  energy  policy 
(Courchene  1981).  Indeed,  the  principle  of  subjecting  government 
factor  incomes  to  taxation  by  the  other  level  of  government  can  be 
applied  across  the  board — to  everything  from  the  profits  of  provincial 
government  enterprises  to  interest  from  the  various  heritage  funds  to 
the  rents  (seigniorage)  and  profits  from  the  Bank  of  Canada.  The 
essential  point  here  is  that  a  negotiated  compromise  to  Section  125  of 
the  constitution  would  have  dramatic  implications  for 
public-sector/private-sector  interaction  and  could,  as  a  byproduct,  sort 
out  some  of  the  funding  aspects  of  equalization. 
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Second,  the  Gainer-Powrie  approach  is  very  closely  related  to  the 
Boadway-Flatters  analysis  that  was  the  core  of  Chapter  3’s  discussion 
of  the  theory  of  equalization.  The  latter  set  of  authors  has  argued  that 
one  of  the  problems  with  the  system  of  personal  income  taxation  in 
Canada  is  that  the  definition  of  the  tax  base  is  not  sufficiently  broad. 
In  particular,  while  source-based  revenues  (such  as  energy  royalties) 
that  accrue  to  provinces  are  not  deemed  to  be  part  of  income  for 
personal  income  tax  purposes,  these  revenues  do  confer  NFBs  on 
provincial  residents.  The  Gainer-Powrie  approach  to  revenue-sharing 
can,  under  certain  conditions,  be  shown  to  be  roughly  consistent  with 
the  Boadway-Flatters  analysis  under  the  dual  assumptions  of  (a) 
narrow  horizontal  equity  and  (b)  the  provinces’  having  property  rights 
over  resource  revenues.  The  details  of  this  analysis  are  quite  complex 
and  are  currently  being  debated  in  the  journals,  so  they  will  not  be 
elaborated  on  here. 

CONCLUSION 

If  one  assumes  that  the  role  of  equalization  is  to  reduce  the 
differentials  in  net  fiscal  benefits  across  provinces,  then 
interprovincial  revenue-sharing  makes  eminent  sense.  But  if  the 
underlying  motivation  for  equalization  is  to  provide  sufficient  funds 
for  provinces  to  mount  comparable  levels  of  public  services,  then  the 
rationale  for  having  provinces  make  direct  contributions,  positive  and 
negative,  to  a  common  pool  is  somewhat  reduced. 

At  the  political  level,  the  problem  created  by  two-tier  systems  or 
revenue-sharing  pools  is  that  the  ensuing  distribution  of  payments 
and  contributions  does  not  coincide  with  the  pattern  of  net  benefits 
under  the  existing  equalization  program.  As  we  have  seen,  almost  any 
approach  to  interprovincial  rent-sharing  would  make  Ontario  a 
recipient  province.  For  many  reasons  this  result  is  unpalatable  to 
Canadians,  even  though  it  is  a  straightforward  consequence  of  any 
analysis  that  attempts  to  minimize  the  differential  NFBs  across 
provinces. 

There  is  a  further  problem  at  the  political  level.  Several  provinces 
and,  it  would  appear,  most  federal  legislators  do  not  want  to  turn  over 
the  responsibility  for  equalization  to  the  provinces.  In  part,  there  is 
the  fear  that  if  the  provinces  mounted  such  a  program  they  might  at 
some  future  date  dismantle  it,  leaving  little  or  no  recourse  for  the 
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former  recipient  provinces.  Probably  more  important  is  the  belief 
expressed  by  the  Parliamentary  Task  Force  on  Federal-Provincial 
Fiscal  Relations  that  'it  is  necessary  to  reaffirm  federal  responsibility 
for  interpersonal  and  inter-regional  distribution’  (1981,  169).  I  have 
emphasized  the  word  'federal’  in  this  quotation  because  it  really 
means  'central’:  revenue-sharing  pools  certainly  are  consistent  with 
federalism.  In  any  event,  the  Task  Force  proceeds  to  relate  this 
principle  to  the  two  general  types  of  revenue-sharing  schemes  that 
have  been  the  subject  of  this  chapter: 

One  proposal,  advanced  by  Professors  Helliwell  and  Scott, 
involves  a  scheme  under  which  provincial  revenues  would  be 
redistributed  through  an  interprovincial  equalization 
program.  The  Task  Force  judged  that  this  proposal  has 
substantial  theoretical  and  analytical  appeal,  but  that  it  is 
inconsistent  with  members’  strong  conviction  that  to  transfer 
this  degree  of  responsibility  for  inter-regional  redistribution 
to  a  purely  provincial  scheme  would  violate  basic  principles  of 
federalism. 

The  original  two-tier  proposal  of  Professor  Courchene, 
which  would  take  only  resource  revenues  into  an 
interprovincial  pool,  while  maintaining  a  basic  federal 
equalization  program  including  all  non-resource  revenue 
sources,  encounters  the  same  objection.  This  objection  is 
lessened  to  some  extent  if  the  federal  government  initiates, 
underwrites  and  participates  in  whatever  new  national 
institution  is  designed  to  provide  for  the  pooling  of  these 
resource  revenues,  but  we  would  nevertheless  reject  this 
approach  to  revenue-sharing  on  principle.  (Ibid.,  170; 
emphasis  added) 

As  will  become  evident  later  in  the  study,  Canada’s  new 
equalization  program  implicitly,  if  not  explicitly,  rejects  the  notion  of 
equalizing  NFBs  and  moves  in  the  direction  of  ensuring  that  all 
provinces  have  a  level  of  revenues  sufficient  to  mount  some  acceptable 
level  of  public  services.  Resource  revenues  now  play  an  even  smaller 
role  in  the  equalization  formula  than  they  did  in  the  last  years  of  the 
RNAS  scheme,  a  circumstance  that  can  be  interpreted  as  a  rejection  of 
the  rationale  underlying  the  various  proposals  for  interprovincial 
sharing.  On  the  positive  side,  however,  there  has  been  an  acceptance 
by  most  participants  in  the  debate,  including  the  Parliamentary  Task 
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Force,  that  the  analysis  underlying  these  proposals  does  have 
intrinsic  merit.  It  seems  to  me  that  the  task  before  those  of  us  who 
favour  such  schemes  is  to  continue  to  contribute  to  the  public  debate 
and,  in  particular,  to  find  more  acceptable  approaches  to  the 
estimation  and  measurement  of  the  various  economic  rents. 

NOTES 

1  Alternatively,  one  could  equalize  up  to  the  five-province  standard,  as  in  the  1982-87 
arrangements. 

2  It  is  not  obvious  how  one  should  measure  these  savings.  An  alternative  might  be  the 
total  that  Ottawa  would  save  in  comparison  with  the  RFPS  for  1982-83. 

3  See,  for  example,  Ontario  ( 1980). 

4  See  Purvis  and  Flatters  ( 1980). 

5  Note  that  the  minister  of  finance  was  referring  to  the  initial  version  of  the 
constitutional  provision  for  equalization.  The  version  that  was  eventually  enshrined 
makes  reference  only  to  Parliament  and  the  Government  of  Canada  and  not  to 
provincial  governments. 

6  See  Boadway,  Flatters,  and  LeBlanc  ( 1983 ). 
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Appendix: 

Equalization  in  Germany:  a  two-tier 
system  in  action1 


THE  FIRST  TIER:  VERTICAL  EQUALIZATION 

* 

Like  the  Canadian  federation,  the  Federal  Republic  of  Germany  levies 
some  taxes  which  are  specifically  earmarked  for  the  federal 
government,  some  taxes  which  are  earmarked  for  the  state 
governments,  and  some  taxes  which  are  shared.  For  1971  the  federal 
taxes  yielded  DM  30  billion  while  the  state  taxes  generated  DM  10.1 
billion.  By  far  the  largest  portion  of  revenues  for  both  the  federal 
government  (DM  63.6  billion)  and  the  states  (DM  46.4  billion)  came 
from  shared  taxes.  Three  of  the  four  shared  taxes  (i.e.,  wage  and 
assessed  income  tax,  other  income  taxes,  and  the  trade  tax)  were 
shared  equally  between  the  two  levels.  The  amounts  received  by  the 
various  states  depended  on  the  local  yields  of  those  taxes.  The  fourth 
tax,  the  value-added  tax,  is  shared  70:30  between  the  federal 
government  and  the  states.  Of  the  states’  share  (i.e.,  of  the  30  per 
cent)  75  per  cent  is  distributed  to  the  individual  states  on  a  population 
basis  and  the  remaining  25  per  cent  is  to  be  used  to  assist  the 
Financially  weak  states.  Specifically,  this  25  per  cent  is  designed  to 
assist  states  with  below-average  tax  receipts  to  reach  at  least  92  per 
cent  of  the  all-state  average.  This  portion  amounted  to  just  over  DM  3 
billion  with  total  value-added  taxes  distributed  to  the  state  equalling 
DM  13  billion  for  1971. 2 

The  treatment  of  shared  taxes  in  Germany  differs  considerably 
from  current  Canadian  practice.  First,  tax  rates  on  shared  taxes  are 
uniform  across  Germany.  Second,  in  Canada  we  distribute  the  shared 
taxes  in  accordance  with  local  receipts  of  these  taxes  and  they  are  then 
equalized  to  the  national  average  level.  Payments  for  equalization  in 
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Canada  come  from  consolidated  revenue,  not  from  an  earmarked 
shared  tax.  The  25  per  cent  portion  of  the  value-added  tax  in 
Germany  resembles  an  equalization  payment  and  the  remaining  75 
per  cent,  which  is  distributed  on  a  per  capita  basis,  also  tends  to 
equalize  revenue.  In  fact,  both  amount  to  a  redistribution  of  a  given 
tax  source,  whereas  in  Canada  we  generate  additional  tax  revenue  to 
provide  for  equalization. 

INTERSTATE  REVENUE-SHARING  POOL: 

HORIZONTAL  EQUALIZATION 

The  second  tier  of  the  German  equalization  program  is  an  interstate 
revenue-sharing  pool.  Conceptually  the  approach  is  rather 
straightforward,  although  the  details  of  this  interstate  transfer  are 
somewhat  complicated. 

The  first  step  in  the  procedure  for  formulating  the  interstate 
contributions  is  to  calculate  what  Hunter  refers  to  as  the  'adjusted  tax 
capacity’,  ATCi  ,  where  i  refers  to  the  state  in  question  (1973,  76). 
This  is  accomplished  by  obtaining  the  state’s  tax  capacity  TC  i ,  which 
is  the  sum  of  (a)  state  taxes,  (b)  the  state’s  share  of  joint  taxes 
according  to  local  yields,  (c)  the  state’s  share  of  the  value-added  tax, 
and  (d)  some  element  of  the  yields  of  municipal  taxes.  The  important 
point  to  note  is  that  the  tax-capacity  definition  includes  the 
'equalizing’  carried  out  in  the  first  tier.  Deductions  are  then  made  for 
any  special  burdens  or  extraordinary  expenditures  facing  the  state. 
The  result  is  the  adjusted  tax  capacity: 

ATCi  =  TCi-Si,  (8A.1 ) 

where  S  .  is  the  special  burden  associated  with  state  i. 

The  next  step  is  to  calculate  the  'equalization  yardstick’.  This  is 
defined  as 


TC 

Y.  =  — -  .  w.P  .  ,  (8A-2) 

i  p  i  i 

g 

where  TCg/Pg  equals  the  all-state  average  taxable  capacity  per  capita, 
defined  as 
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( 


n 


y  TC. 


i  =  1 


where  P-  is  the  population  of  the  ith  state,  n  is  the  number  of  states, 
and  wi  is  a  weight  designed  to  take  into  account  the  higher  revenue 
needs  assumed  to  be  associated  with  large  population  densities.  The 
determination  of  the  value  of  weights,  w  ,  essentially  depends  on 

•  «  s  o  ^  1  ^ 

population  densities.  They  start  on  a  sliding  scale  with  a  value  of  w 
—  1.00  for  cities  with  5,000  people  and  move  up  by  steps  to  a  valuation 
of  1.35  for  cities  with  500,000  people.  The  city-state  of  Hamburg,  for 
example,  has  a  weight  of  1.35,  as  does  Bremen,  the  other  city-state  in 
the  federation.  Over  and  above  these  adjustments,  there  are  extra 
allocations  to  coincide  with  population  density  which  range  from  2  per 
cent  (i.e.,  w  —  1.02)  where  there  are  between  1,500  and  2,000  persons 
per  square  kilometre  to  6  per  cent  where  there  are  more  than  3,000 
persons  per  square  kilometre.  The  weights  assigned  to  the  cities  and 
to  the  overall  population  density  for  states  are  combined  (weighted  by 
the  relevant  population)  to  attain  the  overall  wi  for  each  state. 
Generally  these  weights  serve  to  lessen  the  magnitude  of  flows  in  the 
second  tier,  because  usually  the  wealthier  states  have  the  large 
population  densities  and  therefore  have  larger  values  for  wl  . 

In  general,  one  can  evaluate  whether  a  state  is  rich  or  poor  by 
comparing  its  adjusted  tax  capacity  with  the  equalization  yardstick: 


TC 

PE.  =  (TC.  -  S.)  -  — -  .  lu  P  , 

i  tip  i  i 

g 


or 


PEt  -  ATCt-  Yt ,  (8A.3) 

where  PEi  is  used  to  designate  a  state’s  potential  equalization.  For 
poor  states  PE .  is  negative;  in  other  words,  its  adjusted  tax  capacity  is 
less  than  the  equalization  yardstick,  and  vice  versa  for  rich  states. 
Alternatively  one  could  express  this  formula  in  per  capita  terms, 
which  would  imply  that  per  capita  potential  equalization  would  equal 
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per  capita  adjusted  tax  capacity  minus  the  national  average  capacity 
where  the  latter  term  is  adjusted  by  ur  . 

Actual  equalization  payments  are  not  identical  to  potential 
equalization,  PE . .  States  that  are  'poor’  are  allowed  to  draw  revenues 
from  the  pool  equal  to  their  ATCt  minus  95  per  cent  of  the 
equalization  yardstick: 


AEt  =  ATCi-0.95Yi  forPEt<0 ,  (8A.4) 

where  AE .  is  actual  equalization  payments  to  state  i.  The 
contributions  into  the  pool  of  rich  provinces  begin  only  after  they  have 
a  surplus  in  excess  of  102  per  cent  of  the  equalization  yardstick.  For 
surpluses  between  102  per  cent  and  110  per  cent  they  contribute  70 
per  cent  of  the  excess  and  beyond  110  pex  cent  they  contribute  100  per 
cent  of  the  excess;  thus, 


AEt  =  0.7 (ATCt  -  1.02Yl) 


for  PEl  >0  and  1.02Yl  <  A  TCt  <  1.1 0Yt, 


and 


AEt  =  0.7(1. 10Yt-  l.02Yt)  +  (ATC^l.lOYf)  for  PEt  >0andATCt  >1.10Yt. 

(8A.5) 

Hunter  provides  an  example,  utilizing  rough  estimates  for  Lower 
Saxony  and  Hesse,  which  will  help  clarify  the  operation  of  the 
revenue-sharing  pool  (1973,  87). 


Lower  Saxony 

Hesse 

rc, 

=  DM  4,500  million 

DM  5,000  million 

S- 

=  DM  200 

zero 

TCe 

=  DM  46,000  million 

DM  46,000  million 

pg 

=  60  million 

60  million 

P 

1 

=  7.1  million 

5.4  million 

L 

w 

=  1.02 

1.05 

From  equation  8A.4,  for  Lower  Saxony  (a  'poor’  state): 
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AEt  =  4,300  -  0.95  (5,552) 
=  4,300  -  5,274 
=  -974. 


Hence,  Lower  Saxony  can  draw  DM  974  million  from  the 
revenue-sharing  pool.  For  Hesse,  a  'rich’  state,  the  potential 
equalization  or  surplus  from  equation  8A.3  equals 

PEt  =  5,000  -  4,347 
=  DM  653  million. 

Since  this  is  in  excess  of  100  per  cent  of  the  equalization  yardstick, 
equation  8A.5  applies: 

AEl  =  0.7  (4,782  -  4,434)  +  5,000  -  4,782 
=  244  +  218 
=  462. 

Hesse  must  contribute  DM  462  million  into  the  revenue-sharing  pool. 

Overall,  these  interstate  transfers  accounted  for  between  4  and  5 
per  cent  of  state  tax  revenues  in  1971. 4  In  terms  of  individual  states, 
however,  these  payments  ranged  as  high  as  14  per  cent  of  revenues  for 
Saarland.  It  should  be  mentioned  that  prior  to  1970  these  interstate 
flows  were  considerably  larger.  They  have  been  reduced  because  of 
the  introduction  of  tax  sharing  for  the  value-added  tax,  referred  to  in 
the  discussion  of  first  tier.  Obviously,  the  more  'equalization’  that  is 
accomplished  in  the  First  tier  the  smaller  will  be  the  role  for  the 
interstate  revenue-sharing  pool.  As  stated  earlier,  this  analysis 
relates  to  equalization  in  Germany  as  of  1971. 

The  particular  manner  in  which  equalization  payments  operate  in 
other  federations  need  not  have  much  to  say  about  how  they  ought  to 
operate  in  this  country.  Moreover,  equalization  payments  are  but  one 
aspect  of  overall  federal-provincial  Financial  relations.  A  considerable- 
element  of 'equalizing’  was  incorporated  into  the  shared-cost  aspect  of 
the  1977  Fiscal  Arrangements  Act:  the  switch  from  50  per  cent 
cost-sharing  to  what  essentially  amount  to  per  capita  grants  generally 
bestowed  relative  benefits  on  the  'have-not’  provinces.  A  compre- 
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hensive  comparison  of  the  two  countries  would  of  necessity  require 
one  to  take  full  account  of  these  various  federal-state  or 
federal-provincial  grants.  Nonetheless,  the  German  system  of 
equalization  payments  does  provide  a  motivation  for  pursuing  the 
implications  of  a  two-tier  system  in  Canada. 

NOTES 

1  This  appendix  reproduces  Courchene  and  Copplestone  ( 1980).  In  turn,  this  source  is 
based  on  a  monograph  by  Hunter  (1973)  that  reflects  practice  in  Germany  in  the 
early  1970s. 

2  The  figures  in  this  paragraph  are  from  Table  4  of  Hunter  ( 1973 ). 

3  Note  that  these  weights,  on,  correspond  closely  to  the  need  index  NVAT  discussed 
above  (Chapter  4). 

4  Hunter’s  data  for  1971  indicate  that  transfers  into  the  pool  equal  withdrawals.  This 
does  not  follow  automatically  from  the  characteristics  of  the  formula,  however. 
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The  constitutional  provision  relating  to  equalization  states  that  these 
payments  are  intended  'to  ensure  that  provincial  governments  have 
sufficient  revenues  to  provide  reasonably  comparable  levels  of  public 
services  at  reasonably  comparable  levels  of  taxation’.  Yet  all  of  the 
equalization  schemes,  actual  or  proposed,  that  we  have  considered 
thus  far  (or  that  we  shall  consider  hereafter,  for  that  matter)  focus  on 
equalizing  revenues .  None  of  them  refers  explicitly  to  basic  or 
comparable  public  services.  At  best,  as  was  pointed  out  in  Chapter  4, 
some  of  them  define  comparable  public  services  implicitly.  In  general, 
these  schemes  assume  that  the  'appropriate’  levels  of  comparable 
public  services  are  (a)  identical  in  per  capita  terms  across  the 
provinces  and  (b)  determined  in  the  aggregate  by  the  per  capita  level 
of  standardized  revenues.  But  to  assume  that  they  are  identical  in  per 
capita  terms  is  essentially  to  disregard  expenditure  needs.  Yet  it  may 
be  argued  that  the  RNAS  formula  with  its  50  per  cent  equalization  of 
energy  revenue  and  the  new  formula  with  its  five-province  standard 
do  incorporate  expenditure  needs  indirectly.  Both  of  these  approaches 
ensure  that  'have-not’  provinces’  revenues  are  not  brought  up  to  the 
full  national-average  level  of  provincial  revenues.  Presumably  one 
interpretation  of  these  limits  is  that  in  their  absence  provinces  would 
receive  equalization  transfers  sufficient  to  provide  more  than 
reasonable  levels  of  public  services. 

The  purpose  of  this  chapter  is  to  explore  the  possibility  of 
implementing  a  thorough-going  fiscal-need  approach  to  equalization. 
The  fiscal-need  concept,  as  it  was  defined  in  Chapter  4,  incorporates 
both  'expenditure  needs’  and  'revenue  means’.  Thus  an  attempt  will 
be  made  here  to  incorporate  explicitly  both  expenditure  needs  and 
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revenue  means  in  a  single  equalization  framework.  Since  the  analysis 
will  be  exploratory  rather  than  definitive,  I  shall  make  no  attempt  to 
attach  numbers  to  the  proposals  that  follow. 

From  the  perspective  of  the  constitutional  provision  relating  to 
equalization,  and  indeed  from  the  perspective  of  the  Rowell-Sirois 
Report,  the  justification  for  incorporating  fiscal  need  in  any 
equalization  scheme  would  appear  rather  compelling.  The  provision 
of  reasonably  comparable  public  services  across  provinces  need  not 
imply  identical  per  capital  expenditures.  For  example,  there  is  no 
question  that  it  costs  more  per  capita  to  finance  the  Canada 
Assistance  Program  (i.e.,  welfare)  in  some  provinces  than  in  others. 
Hum  argues  that  provinces  with  a  larger  proportion  of  persons  on 
welfare  ought  to  be  compensated  accordingly  in  the  equalization 
formula  (1983,  ch.  7  and  appendix  B).  This  notion  is  difficult  to 
entertain  unless  expenditures  play  an  explicit  role  in  equalization.1 
Similarly,  it  can  be  argued  that  post-secondary  education  in  Ontario, 
where  academic  salaries  are  relatively  high  and  graduate  programs 
are  extensive,  requires  greater  expenditures  than  post-secondary 
education  in,  say,  the  Atlantic  Provinces.  Hence,  ensuring  that  all 
provinces’  revenues  are  brought  up  to  some  agreed-upon  level  is  not 
the  same  as  ensuring  that  provinces  have  revenues  sufficient  to 
discharge  their  expenditure  needs. 

There  is  a  further  rationale,  albeit  a  somewhat  tenuous  one,  for 
devoting  some  effort  to  elaborating  a  fiscal-need  approach.  In  theory, 
any  province  could  mount  a  constitutional  challenge  to  the  existing 
program  on  the  basis  that  it  does  not  take  expenditure  needs  into 
account  and  therefore  does  not  ensure  that  provinces  have  sufficient 
revenues  to  provide  reasonably  comparable  levels  of  public  services. 

The  chapter  begins  with  a  discussion  of  what  is  referred  to  as  a 
'representative  expenditure  system’  (RES),  the  expenditure 
counterpart  of  the  representative  tax  system.  The  RES  is  then 
combined  with  a  revenue  means  component  to  derive  a  version  of  a 
fiscal-need  equalization  program.  This  exercise  is  followed  by  a  more 
formal  proposal  for  a  fiscal-need  approach,  one  in  which  equalization 
is  the  overarching  interprovincial  transfer  that  adjusts  automatically 
to  alterations  in  other  components  of  the  federal-provincial  financial 
interface.  The  penultimate  section  deals  with  the  Australian  system 
of  equalization,  which  is  a  variant  of  the  fiscal-need  approach.  The 
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conclusion  of  the  chapter  looks  at  the  merits  and  demerits  of 
equalization  based  on  fiscal  need. 

A  REPRESENTATIVE  EXPENDITURE  SYSTEM 
Resurrecting  fiscal  need 

As  a  starting  point  for  the  analysis  it  is  useful  to  recall,  from  Chapter 
4,  the  equation  for  fiscal  need: 


fiscal  need  =  expenditure  needs  —  revenue  means. 


(9.1) 


The  RNAS  equalization  formula  can  be  cast  into  this  framework  along 
the  lines  of  equation  4.6  (which  is  the  'shares’  approach  to  the  RNAS) 
or  in  terms  of  the  'per  capita  yield’  approach: 


Equalizatio  n 

per 

capita 


national  average 
per  capita  yield 
at  national 
average  tax  rates 


province’s  own 
per  capita  yield 
at  national 
average  tax  rates. 


(9.2) 


The  first  term  can  be  viewed  as  a  simplified  proxy  for  expenditure 
needs:  as  noted  above,  they  are  implicitly  assumed  to  be  identical  in 
per  capita  terms  and  in  aggregate  are  determined  by  the  all-province 
average  per  capita  revenue  yield  evaluated  at  national  average  tax 
rates. 


The  concept  of  representative  expenditures 

One  approach  to  devising  an  expenditure-related  system  would  be  to 
replace  the  first  term  in  equation  9.2  with  a  full-blown  expenditure 
standard.  Following  Clark,  I  shall  refer  to  this  as  a  'Representative 
Expenditure  System’  (RES): 

If  one  wished  to  take  account  of  interprovincial  disparities  in 
expenditure,  the  most  appropriate  way  of  doing  this  would  be 
by  constructing  a  Representative  Expenditure  System  which 
could  then  be  superimposed  on  the  Representative  Tax 
System.  The  two  systems  would  parallel  each  other  in 
structure.  Whereas  the  RTS  breaks  total  provincial-local 
revenues  down  into  revenue  sources,  the  RES  would  break 
total  provincial-local  expenditure  down  into  expenditure 
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functions,  and  whereas  the  RTS  depends  upon  a  measure  of 
fiscal  capacity  or  tax  base  for  each  revenue  source,  the  RES 
would  depend  upon  a  measure  of  expenditure  need  for  each 
function.  (Clark  1983,  10-11) 

To  implement  this  approach,  two  conceptually  different  sets  of 
decisions  would  have  to  be  made.  First,  which  provincial  expenditures 
would  be  included  in  the  RES?  All  of  them?  The  Rowell-Sirois 
Commission,  in  determining  the  payment  levels  for  its  proposed 
National  Adjustment  Grants,  focused  principally  on  provincial 
expenditures  relating  to  education,  welfare,  and  certain  development 
expenditures.  Selecting  the  expenditure  functions  that  would  enter 
the  formula  is  clearly  the  key  ingredient  in  devising  an  RES,  since 
this  choice  will  essentially  drive  the  equalization  formula — that  is,  it 
will  become  the  'standard’. 

There  is  also  a  second  set  of  decisions  to  be  made.  How  does  one 
handle  the  differences  that  exist  across  provinces  in  respect  to 
expenditures  in  each  of  the  'representative’  expenditure  categories? 
In  general,  one  can  view  any  such  differences  as  arising  for  three  basic 
reasons  (ibid.,  10).  First,  provinces  may  provide  different  levels  of 
actual  public  services  for  a  given  expenditure  category  as  a  result  of 
conscious  political  choices.  Presumably  these  differences  would 
simply  be  ignored  by  the  formula,  since  the  per  capita  expenditures 
would  be  standardized  by  the  representative  expenditure  system.  A 
province  would  obviously  be  free  to  provide  above-standard  or  below- 
standard  levels  of  public  services,  but  it  would  not  be  able  to  influence 
its  level  of  equalization  by  doing  this,  at  least  not  in  a  substantial 
way.2 

Second,  interprovincial  differences  in  spending  on  various 
expenditure  functions  can  arise  because  there  are  differences  in 
average  per  capita  needs  for  public  services  across  provinces.  For 
example,  since  medical  expenses  increase  with  increasing  age,  those 
provinces  with  older  population-age  structures  have  greater 
expenditure  needs  for  health.  Likewise,  provinces  with  higher 
unemployment  rates  presumably  have  greater  per  capita  needs  when 
it  comes  to  expenditures  on  welfare.  Although  some  element  of  moral 
hazard  is  bound  to  creep  in,  differences  in  expenditure  needs  per 
capita  should  be  incorporated  in  the  RES.  The  criteria  for  assessing 
differential  needs  would  be  expenditure-specific  and  national  in  scope 
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(i.e.,  they  would  be  determined  independently  of  the  practices  of  the 
individual  provinces). 

The  third  source  of  interprovincial  differences  in  per  capita 
expenditures  is  differences  in  average  unit  costs  of  providing  the 
standardized  services.  In  principle,  these  differences  ought  to  be 
incorporated  as  well.  However,  as  Clark  notes,  'the  argument  for 
taking  account  of  differences  in  unit  costs  is  weaker  [than  the 
argument  with  respect  to  per  capita  needsl  because  it  would  tend  to 
support  high-cost  government  operations  as  against  low-cost 
operations  and  this  would  not  contribute  to  the  overall  efficiency  of 
the  public  sector  or  of  the  economy  as  a  whole’  (ibid.).  Public  sector 
wages  are  a  case  in  point.  In  the  late  1970s,  new  graduates  with 
doctorates  in  economics  (and  presumably  those  with  doctorates  in 
other  areas  as  well)  were  paid  nearly  20  per  cent  more  by  Quebec 
universities  than  by  Ontario  universities.  Should  Quebec  therefore  be 
allowed  to  argue  that  the  unit  cost  of  providing  post-secondary 
education  is  higher  in  Quebec?  The  answer  should  be  no.  Once  again 
it  seems  clear  that  if  a  correction  is  to  be  made  for  unit  costs,  the  way 
to  do  it  is  via  criteria  that  the  individual  provinces  cannot  directly 
manipulate.  For  example,  it  would  be  preferable  to  determine  the 
provincial  indices  of  wages  and  salaries  in  terms  of,  say,  the  average 
industrial  wage  in  the  province  rather  than  in  terms  of  the  particular 
public-sector  wage  structure  in  the  province.  In  other  areas  the 
appropriateness  of  adjusting  for  unit  costs  is  more  obvious:  it  costs  a 
lot  more  to  build  a  mile  of  highway  in  the  Rockies  than  it  does  on  the 
prairies. 

Pulling  these  various  strands  together  would  lead  to  the  following 
specification  for  the  expenditure  component  of  per  capita  equalization: 


E  . 

Representative  expenditure  system  =  —(N..)(C.  )  for  all j  , 


where 


(9.3) 


Ej/P  =  the  standardized  national  average  per  capita  expenditures  for  function  j; 

Ny  =  the  index  of  expenditure  need  in  province  i  for  function  j.  (For  each 

expenditure  function  the  Nj,  would  sum  to  unity  across  provinces:  for 
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provinces  with  a  high  need  for  this  function  the  value  of  N jj  would  exceed 
1 .0  while  for  low-need  provinces,  N jj  would  be  less  than  1 .0; 

Ctj  =  the  index  of  the  cost  of  providing  a  given  unit  of  expenditure  j  in  province 
i.  (Again,  for  provinces  with  high  costs  for  function  j  the  value  of  Cij 
would  exceed  unity  and  vice  versa). 

Note  that  the  Ej/P  term  would  be  identical  for  all  provinces. 
Provincial  variations  in  the  standard  would  arise  only  because  of 
differences  in  relative  needs  (iVy)  or  relative  costs  (Cy). 

THE  'REVENUE  MEANS’  COMPONENT  OF  AN  EXPENDITURE 
APPROACH 

The  representative  expenditure  system,  corrected  for  relative 
provincial  needs  and  costs,  would  set  the  equalization  'standard’;  in 
terms  of  the  wording  of  the  constitutional  provision,  it  would  define 
the  reasonably  comparable  level  of  public  services  that  each  province 
should  be  able  to  provide.  In  order  to  calculate  a  province’s 
equalization,  its  access  to  revenues  must  be  deducted  from  this 
standardized  measure  of  expenditures.  Not  surprisingly,  there  are 
many  ways  to  calculate  a  province’s  access  to  revenues.  One  obvious 
option  is  that  shown  in  the  final  term  of  equation  9.2  above,  namely 
that  a  province’s  revenue  means  will  be  equal  to  the  per  capita  yield 
across  all  revenue  categories  generated  by  applying  national  average 
tax  rates  to  the  province’s  own  tax  bases;  that  is, 

R. 

i 

P. 

i 

where 


R. 

i 

—  =  standardized  revenue  means  per  capita  for  province  i, 

P . 


-  the  national  average  tax  rate  for  revenue  source  j ,  and 


B 

ij 

t  .  .  - summed  over  all  j  , 

J  P. 

i 


(9.4) 


268 


A  fiscal-need  approach  to  equalization 


B 

v 

p  =  province  is  own  per  capita  base  for  revenue  source,/. 
i 

This  is,  of  course,  the  RNAS  approach  to  assessing  province  is  fiscal 
capacity. 

An  alternative  approach  to  assessing  a  province’s  revenue  means 
would  be  to  apply  a  macro  indicator,  as  in  equation  7.1  in  Chapter  7. 
In  this  case,  a  given  province’s  access  to  the  standardized  revenue 
means  would  equal: 

R  '  GDP 

l  1  l 

_ _ _  T  R  _ 

P  P  GDP  ’  0.5) 

i  i  c 

where 

R 

i 

=  standardized  revenue  means  per  capita  for  province  i , 

i 

TR  =  total  revenues  of  the  provinces  from  their  own  sources. 


GDP i  =  the  macro  indicator  (assumed  to  be  gross  domestic  product)  for  province  z, 
=  the  all-province  total  for  GDP,  and 

the  inverse  of  province  i  s  population,  in  order  to  convert  revenue  means 
into  a  per  capita  figure. 

Under  this  definition  of  standardized  access  to  revenues,  a  province 
is  assumed  to  be  able  to  generate  own-revenues  equal  to  total 
provincial  revenues  multiplied  by  the  province’s  share  of  overall  gross 
domestic  product.  Hence,  its  equalization  would  equal  the  difference 
between  equation  9.3  and  equation  9.5. 

It  is  always  a  good  deal  easier  to  spell  out  the  principles  underlying 
an  equalization  program  than  it  is  to  work  out  the  details  of 
implementation.  This  is  certainly  the  case  for  a  fiscal-need  approach. 
For  example,  the  range  of  expenditures  making  up  the  RES  have  to  be 


GDPC 

l 
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roughly  commensurate  with  the  range  of  revenues  covered  in  the 
revenue  means  component.  If  the  RES  refers  to  only  two-thirds  of 
overall  provincial/local  expenditures  whereas  the  revenues  entering 
the  formula  are  exhaustive,  then  no  province  is  likely  to  be  eligible  for 
equalization,  and  vice  versa.  On  the  data  side,  a  full-blown  attempt  to 
develop  information  relating  to  an  RES  might  be  a  conceptual  and 
statistical  quagmire.  Anyone  familiar  with  the  current  equalization 
program  recognizes  the  magnitude  of  the  data  collection  exercise 
needed  to  generate  the  tax  bases.  A  similar  effort  would  be  required 
for  the  RES — probably  a  much  greater  effort  if  the  breakdown  of 
expenditures  became  very  detailed. 

A  further  point  deserves  comment.  A  fiscal-need  approach  differs 
from  the  other  equalization  approaches  in  that  the  standard  of 
equalization  is  a  needs/costs  adjusted  expenditure  standard  rather 
than  a  revenue  standard.  However,  it  would  still  be  possible  to  define 
the  initial  level  of  expenditures  per  capita  (prior  to  adjusting  for  needs 
or  costs)  in  terms  of  a  national-average  level  or  indeed  a  five-province 
level.  Thus  both  the  expenditure  needs  component  and  the  revenue 
means  component  could  be  cast  in  terms  of  either  a  national-average 
or  a  five-province  framework.  And,  as  equation  9.5  indicates,  a  macro 
approach  to  revenue  means  can  also  be  integrated  into  a  fiscal-need 
format. 

A  PROPOSAL  FOR  A  FISCAL-NEED  PROGRAM 

It  might  appear  that  equation  9.3  minus  equation  9.4  or  equation  9.5 
would  be  an  appropriate  equalization  program.  In  my  view,  this 
would  be  the  case  if  equalization  payments  were  the  only  transfers 
between  Ottawa  and  the  provincial  governments.  But  they  are  not  the 
only  transfers.  For  example,  the  provinces  also  receive  conditional 
transfers  under  the  Canada  Assistance  Plan  for  their  expenditures  on 
welfare.  They  also  receive  cash  grants  for  the  operations  of  the 
established  programs  (health  and  post-secondary  education).  In 
addition,  there  are  a  host  of  other,  probably  less  important, 
intergovernmental  transfers.  It  seems  to  me  that  these  must  be  taken 
into  account  in  any  equalization  formula. 

Accordingly,  I  propose  the  following  general  expression  as  the 

o 

preferred  approach  to  an  expenditure-related  equalization  program 
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Per  capita 

equalization 

for 

province  i 


proxy  for  per 
capita 
expenditure 
need 


proxy  for  province  all  federal 

i’s  a  bihty  in  per  tra  nsfers  to 

capita  terms  to  -  province  i,  (9.6) 

finance  these 

public  services 


where  expression  9.3  would  be  the  proxy  for  expenditure  need  and 
either  equation  9.4  or  equation  9.5  would  be  the  proxy  for  revenue 
means. 

The  third  term  in  equation  9.6  needs  some  elaboration.  Consider 
provincial  expenditures  on  welfare.  The  federal  government  pays  50 
per  cent  of  the  total  cost  of  provincial  welfare  expenditures  under  the 
provisions  of  the  Canada  Assistance  Plan.  How  might  the  proposed 
expenditure  equalization  program  handle  these  welfare  expenditures? 
First,  welfare  expenditures  could  be  included  in  the  RES  along  the 
lines  of  equation  9.3,  corrected  perhaps  for  expenditure  needs,  etc. 
Note  that  welfare  expenditures  would  include  both  the  provincial  and 
the  federal  portions,  not  just  the  former.  Because  total  welfare 
expenditures  are  in  the  RES,  there  would  be  over-equalization  if  the 
federal  payments  for  welfare  were  not  deducted.  Hence  the  rationale 
for  the  third  term  in  equation  9.6. 

The  reader  will  recognize  that  there  is  an  alternative  way  to  handle 
welfare  expenditures,  namely  to  include  only  the  provincial  portion  of 
expenditures  in  the  RES.  This  approach  would  obviate  the  need  for 
subtracting  the  federal  portion  in  the  third  term.  These  two 
approaches  would  be  essentially  identical  if  the  RES  were  not 
corrected  for  need  or  unit  cost.  Conceptually,  however,  one  should 
apply  these  adjustments,  and  they  should  be  applied  to  total 
expenditures  by  the  provinces  on  this  function  and  not  just  to  the 
provincial  component.  Hence,  the  approach  in  equation  9.6  is,  in  my 
opinion,  preferable  to  one  that  would  net  out  the  federal  share  from 
the  RES. 

This  same  approach  would  be  taken  with  respect  to  the  other 
expenditure  functions  for  which  the  federal  government  picks  up  part 
of  the  tab — that  is,  health  and  post-secondary  education. 

In  my  view,  the  expenditure  approach  to  equalization  has  one 
major  advantage  over  any  of  the  other  equalization  approaches  in  the 
study.  It  automatically  takes  into  account  any  changes  in  the  funding 
of  other  federal-provincial  programs.  In  other  words,  under  the 
expenditure  approach  equalization  becomes  a  residual  program, 
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incorporating  any  alterations  elsewhere  in  the  federal-provincial 
finance  area  and  ensuring  that  provincial  finances  come  up  to  the 
agreed-upon  level.  For  example,  suppose  that  there  is  a  change  in  the 
funding  for  post-secondary  education  and  suppose  further  that  this  is 
not  occasioned  by  any  change  in  the  expenditure  standard  for  this 
function— that  is,  the  first  term  in  expression  9.6  does  not  change. 
Nothing  changes  except  the  federal-provincial  funding  arrangements. 

Suppose  that  as  a  result  Manitoba  now  receives  fewer  dollars  of 
federal  support  for  education.  The  third  term  in  expression  9.6 
decreases  and  Manitoba’s  equalization  increases  in  a  corresponding 
fashion.  Equalization  for  those  provinces  that  benefit  from  the  change 
in  funding  would  drop  accordingly.  However,  if  the  higher  funding 
levels  are  adopted  because,  say,  expenditures  for  this  category  ought 
to  be  increased,  then  the  RES  rises  and  there  is  no  need  for 
equalization  to  alter. 

The  case  for  deducting  federal  transfers  related  to  those  functions 
included  in  the  representative  or  standardized  expenditure  (i.e.,  in  the 
first  term  of  expression  9.6)  is  straightforward.  What  about  federal 
transfers  to  selected  provinces?  Suppose  that  Ottawa  enters  into  an 
agreement  with  Prince  Edward  Island  to  provide  funding  for  some 
specific  project.  Should  equalization  fall  as  a  result?  In  principle,  the 
answer  should  be  'yes’.  However,  there  is  a  peculiar  set  of  incentives 
involved  in  this  case.  Special  agreements  with  'have’  provinces  would 
not  be  offset  under  an  expenditure  equalization  approach  because 
these  provinces  would  receive  no  equalization,  but  agreements  with 
'have-not’  provinces  would  be  offset.  There  is  no  simple  answer  to  this 
predicament.  If  the  fiscal-need  formula  were  cast  in  terms  of  a  net 
formula  (poor  provinces  withdrawing,  rich  provinces  paying  in),  then 
the  treatment  could  be  symmetrical.  My  own  preference  would  be  to 
have  an  equalization  offset  for  all  transfers  to  provinces.  If  for  some 
reason  it  were  deemed  appropriate  to  exempt  some  transfers  from  an 
automatic  offset,  this  request  would  be  submitted  to  the  equalization 
authorities  for  approval. 

Thus  an  equalization  program  designed  along  the  lines  of  equation 
9.6  would  become  the  overarching  aspect  of  federal-provincial  fiscal 
arrangements.  This  is  clearly  not  true  of  the  RNAS  or  the  RFPS 
programs.  Ottawa  can  increase  or  decrease  its  share  of  funding  for  the 
established  programs  or  the  Canada  Assistance  Plan  and  this  will 
have  no  impact  on  RNAS  or  RFPS  equalization  flows  (except  to  the 
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extent  that  the  federal  government  transfers  tax-points  rather  than 
cash  to  the  provinces).  In  my  view,  the  expenditure  approach, 
incorporating  as  it  does  the  rest  of  the  interprovincial  financial 
interface,  might  be  preferred  to  the  existing  approaches,  which  treat 
equalization  in  considerable,  or  even  complete,  isolation  from  other 
federal-provincial  transfers. 

What  I  have  in  mind  here  becomes  more  obvious  if  we  consider  the 
fact  that  under  the  the  new  RFPS  program  Manitoba’s  equalization 
has  plummeted  in  relation  to  that  of  the  Atlantic  Provinces.  To  be 
sure,  various  transitional  measures  will  moderate  the  blow  for  a 
limited  period.  But  what  change  has  occurred  in  Manitoba’s  spending 
needs  or  in  its  access  to  revenues  between  1981-82  and  1982-83 
sufficient  to  provide  a  rationale  for  a  very  substantial  absolute  and 
relative  downward  shift  in  its  equalization  flows  (and  a  corresponding 
upward  shift  in  the  flows  to  the  Atlantic  Provinces)?  One  answer  to 
this  question  is  that  the  reworking  of  equalization  was  probably 
motivated  by  the  need  to  fill  some  of  the  more  obvious  chinks  in  the 
armour  of  the  RNAS.  To  put  the  matter  differently,  equalization  has 
taken  on  a  life  of  its  own.  Should  it  have  such  an  independent 
existence?  One  desirable  aspect  of  an  equalization  program  might  be 
integration  with  the  overall  flow  of  transfers  between  the  federal 
government  and  the  provinces.  Even  if  a  fiscal-need  approach  is  a 
nonstarter  for  political,  conceptual,  or  computational  reasons,  the 
notion  that  equalization  could  play  an  overarching  role  in  terms  of 
balancing  the  provinces’  expenditure  needs  and  revenue  means  merits 
some  consideration. 

As  was  noted  in  the  introduction  to  this  chapter,  no  attempt  is  made 
here  to  provide  estimates  for  equalization  under  an  expenditure 
approach.  However,  Moore  (1981)  does  go  as  far  as  to  suggest  which 
expenditure  functions  might  be  included  in  the  RES  and  which  might 
be  excluded.  To  be  sure,  devising  a  workable  RES  would  be  both 
controversial  and  complex. 

Finally,  it  is  appropriate  to  note  that  many  of  the  equalization 
measures  discussed  earlier  could  be  brought  to  bear  on  the 
expenditure  approach  described  here.  For  example,  while  the  above 
analysis  assumed  that  equalization  flows  under  a  formula  such  as 
equation  9.6  would  come  from  federal  coffers,  the  fiscal-need  approach 
to  equalization  could  take  the  form  of  an  interprovincial  revenue¬ 
sharing  pool. 
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THE  AUSTRALIAN  EQUALIZATION  APPROACH4 

It  is  instructive  to  focus  on  the  manner  in  which  our  sister  federation, 
Australia,  incorporates  the  concepts  of  fiscal  need  into  its  equalization 
program.  Since  Australia’s  overall  approach  to  equalization  is  quite 
different  from  ours,  a  brief  overview  of  the  Australian  model  is  in 
order  before  we  direct  our  attention  to  those  aspects  of  the  model  that 
relate  to  the  discussion  in  this  chapter. 

The  role  of  equalization 

As  of  1976-77,  a  specified  proportion  of  overall  personal  income  tax 
collections  in  Australia  (the  personal  income  tax  is  collected  by  the 
federal  government)  was  earmarked  for  distribution  to  the  Australian 
states  in  the  form  of  equalization  payments.  This  proportion  was 
initially  set  at  one-third  of  current  income  tax  collections.  In  order  to 
reduce  uncertainty  about  the  payments,  the  proportion  was  later  set 
at  roughly  40  per  cent  of  the  previous  year’s  collections.  The  rationale 
for  this  scheme  is  not  very  different  from  the  rationale  for  Canada’s 
equalization  formula.  Section  13(3)  of  the  States  (Personal  Income 
Tax  Sharing)  Amendment  Act,  1978  states  that 

the  respective  payments  to  which  the  States  are  entitled  under 
this  Act  should  enable  each  State  to  provide,  without  imposing 
taxes  and  charges  at  levels  appreciably  different  from  the 
levels  of  taxes  and  charges  imposed  by  the  other  States, 
government  services  at  standards  not  appreciably  different 
from  the  standards  of  the  government  services  provided  by  the 
other  States.  (Commonwealth  Grants  Commission  1981,  18) 

The  role  of  the  Australian  equalization  formula  is  to  distribute  this 
given  amount  of  revenue  to  the  states.  Our  interest  in  the  Australian 
scheme  relates  this  distributional  formula,  which  is  very  similar  to 
equation  9.6.  However,  as  was  noted  above,  it  is  useful  to  focus  first  on 
the  general  approach  to  equalization  in  the  Australian  context,  since 
it  differs  markedly  from  the  Canadian  model. 

Chapter  3  referred  to  the  two  quite  different  principles  that  can  be 
invoked  in  correcting  for  vertical  imbalance  in  a  federation — the  prin¬ 
ciple  of  derivation  and  the  principle  of  equalization.  Under  the 
former  principle,  intergovernmental  grants  are  paid  to  provinces  in 
relation  to  the  amount  of  revenues  generated  within  these  provinces. 
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With  some  degree  of  distortion,  this  description  applies  to  the 
treatment  of  personal  income  tax  revenues  in  Canada — the  provinces 
have  access  to  roughly  one-third  of  all  income  taxes,  which  are 
returned  to  them  in  accordance  with  the  amounts  of  income  tax 
generated  within  their  respective  jurisdictions.  This  arrangement,  in 
turn,  generates  horizontal  imbalance  across  provinces.  To  correct  this 
imbalance,  Canada  mounts  an  equalization  program  that  offsets  to  a 
large  degree  the  interprovincial  differences  in  the  distribution  of  the 
personal  income  tax,  and  of  some  30  other  taxes  as  well. 

Australia  returns  40  per  cent  of  total  personal  income  tax  receipts 
to  the  states,  but  not  according  to  the  principle  of  derivation.  The 
amount  going  to  each  state  depends  on  its  fiscal  need  and  its 
comparable  access  to  the  range  of  other  state  revenues.  This  vertical 
transfer  corresponds  to  the  'principle  of  equalization’  in  Chapter  3. 
Thus  the  Australian  equalization  formula  does  not  determine  the 
amount  to  be  equalized — this  is  set  by  the  assignment  to  the  states  of 
40  per  cent  of  personal  income  taxes.  Rather,  it  determines  the  per 
capita  allocations  of  this  fixed  pie  that  the  various  states  receive. 

The  Australian  formula 

A  given  state’s  share,  G£ ,  of  the  overall  transfer  G  is  determined  as 
follows: 


B 

G  =  — —  '  G, 

f  ZB 

i 


(9.7) 


where 

G  =40  per  cent  of  the  overall  personal  income  tax  collections  in  the  previous 
year, 

B 

_ l__  ~  state  i  s  proportion  of  the  total  entitlement,  and 

ZB. 

i 

Gt  =  state  i’s  sharing  or  equalization  payment. 

The  role  of  the  'distribution  model’  is  to  determine  the  various  Bt s. 
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The  formula  for  distributing  these  shares  to  the  states  is  quite 
complicated  and  its  precise  details  will  not  be  reproduced  here.  In 
general,  however,  it  is  quite  similar  to  equation  9.6.  Specifically,  the 
formula  contains  an  expenditure  standard  corrected  for  the  special 
expenditure  needs  of  the  various  states.  This  expenditure  standard  is 
compared  with  the  standardized  revenue  means  of  the  various  states. 
One  then  subtracts  from  the  difference  between  the  two  'an  amount 
representing  the  extent  to  which  the  claimant  State’s  needs  had  been 
met  from  other  Commonwealth  grants’  (ibid.,  20).  This  is,  of  course, 
the  third  term  in  equation  9.6. 

Now  to  more  detail.  In  setting  the  terms  of  the  standard  for 
expenditures,  Australia  focuses  on  several  broad  expenditure 
categories,  each  of  which  is  divided  into  subcategories.  The  broad 
categories  include  education,  culture  and  recreation,  health,  welfare 
services,  law  and  public  safety,  legislature  expenses,  community 
services,  regulatory  services,  services  to  industry,  debt  charges, 
natural  disasters,  and  a  miscellaneous  expenditure  category. 

For  each  of  the  subcategories  within  a  given  category,  'a  State’s  per 
capita  expenditure  needs  should  be  defined  as  the  difference  between 
the  State’s  standardized  per  capita  expenditure  and  a  standard  per 
capita  expenditure,  where  the  standardized  expenditure  was  the 
amount  the  State  would  need  to  spend  to  provide  a  standard  level, 
range,  and  quality  of  services  if  it  were  to  apply  standard  policies  and 
operate  at  standard  efficiency’  (ibid.,  93).  In  determining  the  special 
needs  of  each  state  with  respect  to  each  expenditure  factor,  the 
program  takes  into  account  the  following  factors  (ibid.,  98): 

(a)  scale  factors 

(b)  population-related  factors 

(i)  dispersion 

(ii)  urbanization 

(iii)  social  composition 

(iv)  age  structure 

(c)  environment  factors 

(i)  physical 

(ii)  economic. 

Without  going  into  detail  about  the  manner  in  which  these  factors  are 
applied  to  the  expenditure  categories,  it  is  clear  that  the  Australian 
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approach  has  developed  a  type  of  comprehensive  RES,  and  one  that 
incorporates  the  specific  expenditure  needs  of  each  state  with  respect 
to  each  expenditure  function. 

In  determining  revenues,  the  Australian  distributional  formula 
takes  into  account  roughly  25  tax  bases  of  the  states.  We  need  not 
concern  ourselves  with  how  it  handles  these  revenues  since  the 
Canadian  system  has,  over  the  years,  developed  several  approaches  of 
its  own  that  work  as  well. 

Finally,  under  one  version  of  the  Australian  formula,  other 
payments  from  the  Commonwealth  to  the  states  are  deducted  in  order 
to  assess  the  overall  fiscal  need  of  the  various  states.  This  point 
relates  to  the  last  term  of  equation  9.6. 

Note  that  what  comes  out  of  this  formula  is  a  series  of  numbers  that 
will  be  used  to  determine  the  states’  respective  shares  of  the  overall 
transfer,  G.  To  repeat,  the  formula  does  not  determine  the  aggregate 
amount  of  the  equalization  transfers. 

The  fact  that  Australia  has  taken  a  fiscal-need  approach  to 
equalization,  with  apparent  success,  does  provide  some  support  for 
this  option.5  The  remainder  of  this  chapter  assesses  the  advantages 
and  disadvantages  of  the  fiscal-need  approach,  drawing  some  further 
observations  from  the  Australian  experience. 

FISCAL  NEED:  AN  ASSESSMENT 

If  one  accepts  the  wording  of  the  new  constitutional  provision  with 
respect  to  equalization  payments,  then  a  fiscal-need  approach  makes 
eminent  sense.  Giving  provinces  equal  access  to  revenues  does  not 
necessarily  give  them  the  ability  to  deliver  comparable  bundles  of 
public  services.  Correcting  for  differential  needs  and  differential  costs 
is  surely  appropriate,  conceptually.  But  the  problems  associated  with 
the  fiscal-need  approach  are  practical  rather  than  conceptual.  Canada 
has  a  fairly  long  history  of  equalizing  revenues.  Over  the  years  the 
equalization  authorities  have  wrestled,  on  a  virtually  continuous 
basis,  with  the  wide  range  of  problems  associated  with  developing  an 
acceptable  revenue  data  base.  Even  so,  many  problems  still  remain. 
The  introduction  of  a  representative  expenditure  system  would  add  a 
full  second  layer  to  the  information-gathering  process,  and  it  would 
probably  be  years  before  that  process  again  became  manageable. 
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Easily  as  difficult  as  the  measurement  of  the  expenditure  functions 
that  would  be  part  of  any  RES  would  be  the  determination  of  the 
province-specific  need  (iVy)  and  cost  (Cy)  factors  associated  with  each 
expenditure  category.  Who  would  make  these  delicate  judgments?  In 
Australia,  this  task  has  fallen  to  the  Commonwealth  Grants 
Commission.  As  Bird  (forthcoming)  notes,  'Canadians  have  watched 
with  envy. ..the  spectacle  of  a  fundamentally  non-political  body 
allocating  federal  grants  with  the  apparent  acquiescence  of  both 

n 

sides’.  But  there  can  also  be  major  problems  associated  with  the 
operations  of  such  a  body.  In  1981  the  commission’s  revisions  for  the 
state-specific  weights  (the  Bt  above)  were  rejected  by  the  Australian 
government.  This  happened  again  in  1982,  following  a  further  study 
by  the  commission.  The  result  was  that  'for  the  first  time  in  50  years 
there  was  no  formal  institutional  provision  for  fiscal  equalization 
between  the  states’  (Commonwealth  Grants  Commission  1983,  137). 
This  situation  underscores  the  difficulty  of  making  these 
interprovincial  assessments;  it  underscores  as  well  the  fact  that 
equalization  programs,  in  Canada  and  elsewhere,  acquire  political 
overtones  and  rationales. 

The  data-gathering  and  implementation  problems  associated  with 
the  fiscal-need  approach  are  likely  too  formidable  for  it  to  stand  as  a 
viable  option  during  the  next  set  of  negotiations  over  equalization. 
Nevertheless,  I  would  hope  to  see  Ottawa  and  the  provinces  embark 
on  a  project  to  develop  a  data  base  for  provincial  expenditures.  Unlike 
the  accounting  procedures  of  the  Australian  states,  provincial 
accounting  procedures  in  Canada  are  not  now  standardized.  The 
development  of  a  set  of  standardized  expenditures  would  have  value 
apart  from  any  potential  use  of  such  data  in  an  equalization  program. 
Empirical  techniques  are  already  available  that  could  be  used,  given  a 
reasonable  accumulation  of  these  data,  to  devise  measures  of 
provincial  need  and  cost.  If  at  some  future  time  Canadians  come  to 
the  view  that  a  fiscal-need  approach  to  equalization  is  desirable,  the 
availability  of  such  measures  would  make  the  system  easier  to 
implement. 

Finally,  I  would  like  to  refer  again  to  the  'overarching’  nature  of  my 
preferred  approach  to  fiscal  need  (reflected  by  equation  9.6  and  in 
particular  the  third  term  in  the  equation).  It  seems  to  me  that  there  is 
much  to  be  said  for  an  equalization  system  that  would  adjust  more  or 
less  automatically  to  changes  in  the  funding  of  federal-provincial 
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financial  programs.  This  is,  in  effect,  an  argument  for  'de-politicizing’ 
equalization  somewhat.  Given  such  a  system,  Ottawa  and  the 
provinces  would  have  far  greater  freedom  than  they  do  at  present  to 
design  the  remainder  of  the  interprovincial  transfer  program  with  a 
view,  for  example,  to  encouraging  efficiency,  since  the  equalization 
program  would  ensure  that  no  province  found  itself,  as  a  result  of  any 
such  measures,  with  revenues  insufficient  to  provide  a  level  of  public 
services  comparable  to  the  level  in  other  provinces.  While  I  have 
discussed  the  concept  of  an  'overarching’  approach  in  the  context  of  a 
fiscal-need  approach,  it  deserves  to  be  considered  in  the  context  of 
other  options  for  equalization  as  well. 

This  concludes  my  evaluation  of  several  alternative  equalization 
schemes — macro  formulas,  two-tier  systems  and  revenue-sharing 
pools,  and  fiscal-need  approaches — that  were  bypassed  in  favour  of 
the  RFPS.  In  some  cases,  the  reasons  for  bypassing  these  options  were 
obvious.  Nonetheless,  each  of  them  has  some  intrinsic  merit  and  each 
remains  a  viable  option  that  may  prove  valuable  somewhere  down  the 
road.  Before  I  turn  to  a  description  and  evaluation  of  the  option  that 
was  selected  (the  RFPS),  I  shall  devote  some  time  to  discussing  the 
recommendations  of  two  important  'task  forces’  that  were  in  effect 
part  of  the  background  to  the  renegotiation  of  the  equalization 
program. 

NOTES 

1  However,  the  concept  of  expenditure  need  could  be  incorporated  into  the  Canada 
Assistance  Plan  itself. 

2  An  analogy  with  the  RTS  is  in  order.  For  each  revenue  category,  national  average 
tax  rates  are  calculated.  These  are  the  tax  rates  used  to  calculate  a  province’s 
equalization.  If  a  province  increases  its  tax  rate,  this  will  only  increase  the  national 
average  tax  rate  a  bit,  depending  on  the  province’s  share  of  overall  revenues  for  this 
category.  Much  the  same  point  applies  to  the  expenditure  standard.  Naturally,  the 
larger  the  province,  the  more  impact  it  can  have  on  the  standardized  expenditure 
level. 

3  A  bit  of  information  relevant  to  the  development  of  this  proposal  may  be  in  order.  I 
First  raised  the  proposal  in  the  context  of  some  consulting  work  for  the  Department  of 
Finance  in  1979-80  and  later  reiterated  it  as  part  of  the  evidence  I  presented  to  the 
Parliamentary  Task  Force  on  Federal-Provincial  Fiscal  Arrangements  (House  of 
Commons  1981,  3:17-3:18).  In  the  summer  of  1980  a  small  group  composed  of 
Anthony  Scott,  Milton  Moore,  Stefan  Dupre,  a  few  Department  of  Finance  officials, 
and  myself  met  in  Vancouver  to  discuss  equalization.  One  result  of  this  meeting  was 
a  very  wide-ranging  paper  by  Moore  (1981).  Moore’s  paper  contains  a  detailed 
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proposal  along  the  lines  of  equation  9.6  and  includes  a  suggested  list  of  expenditures 
that  would  qualify  for  inclusion  in  an  RES. 

4  This  section  is  based  on  Commonwealth  Grants  Commission  ( 1981 ). 

5  As  is  evident  from  the  appendix  to  the  previous  chapter,  the  German  federation  also 
incorporates  some  aspects  of  the  fiscal-need  approach  in  its  interstate  revenue¬ 
sharing  pool. 

6  It  should  be  noted  that  Bird  is  not  a  fan  of  the  Australian  approach  and,  hence,  not 
one  of  those  who  are  envious  of  the  'spectacle’. 


280 


10 

Task  force  reports 


THE  PARLIAMENTARY  TASK  FORCE  ON  FEDERAL- 
PROVINCIAL  FISCAL  ARRANGEMENTS 

One  of  the  most  innovative  features  of  the  process  that  led  to  the 
renegotiation  of  the  equalization  program  was  the  commissioning  of  a 
Parliamentary  Committee  to  examine  the  whole  range  of  issues 
falling  under  the  purview  of  the  Fiscal  Arrangements  Act,  of  which 
equalization  is  a  component.  The  committee’s  report  (referred  to  as 
the  Task  Force  Report  or  the  Breau  Committee’s  Report,  after  its 
chairman,  MP  Herb  Breau)  summarizes  its  role  and  its  broad 
conclusions  as  follows: 

For  the  first  time  in  Canadian  history,  a  special 
parliamentary  committee,  known  as  the  Task  Force  on 
Federal-Provincial  Fiscal  Arrangements,  has  held  public 
hearings  prior  to  the  renegotiation  of  the  federal-provincial 
fiscal  arrangements  that  are  central  to  our  federal  system. 
Seven  MPs  representing  Five  regions  of  Canada  and  three 
political  parties  examined  Fiscal  equalization  programs,  tax 
collection  agreements,  the  Canada  Assistance  Plan,  health 
and  medical  care  programs  and  support  to  post-secondary 
education.  They  began  work  in  mid-April  1981  and  were 
required  to  complete  their  work  by  the  end  of  J uly. 

The  premises,  conclusions  and  recommendations. ..leave  an 
impression  of  a  system  of  fiscal  relations  that  is 
fundamentally  sound,  but  in  need  of  some  adaptation  to  new 
circumstances.  The  Task  Force  did  not  interpret  current 
challenges  to  the  system  as  calling  for  fundamental  change  in 
existing  arrangements,  nor  did  it  consider  dramatic 
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innovations  necessary  or  appropriate  at  present.  Instead,  it 
has  developed  a  number  of  recommendations  for  amendments 
or  adjustments  to  existing  arrangements  that,  in  total, 
promise  a  more  visible  and  more  solid  framework  to  support  a 
working,  co-operative  federalism  throughout  the  1980s. 
(Parliamentary  Task  Force  on  Federal-Provincial  Fiscal 
Arrangements  1981,  xi) 

Our  interest  in  this  report  is  limited  to  its  views  and  recommendations 
relating  to  equalization  payments.  Although  some  of  the  points 
described  below  are  far  from  startling  they  are  worthy  of  notice 
because  it  is  very  likely  that  the  concept  of  an  all-party  Parliamentary 
Task  Force  will  become  a  permanent  feature  of  the  quinquennial 
renegotiations  of  the  fiscal  arrangements.  This  being  the  case,  the 
positions  adopted  by  the  1981  Task  Force  may  have  considerable 
influence  on  any  future  Parliamentary  commissions. 

The  Task  Force  recommendations 
The  form  of  equalization  payments 

After  endorsing  the  principle  of  equalization  as  it  was  laid  down  in  the 
Constitution  Act,  1981  (and  subsequently  incorporated  into  the 
Constitution  Act,  1982)  the  Task  Force  stated  'that  the  principle  of 
equalization  should  continue  to  be  pursued  through  direct  federal 
payments  to  provincial  governments,  and  that  these  payments  should 
be  unconditional ’  (ibid.,  157;  emphasis  added).  This  was,  of  course,  a 
recommendation  for  the  continuation  of  the  status  quo  with  respect  to 
these  two  issues.  The  recommendation  that  the  grants  remain 
unconditional  is  no  surprise,  since,  as  the  report  notes,  no 
representations  were  made  that  challenged  this  approach.  The 
reiteration  of  the  principle  of  direct  federal  payments  is  more 
interesting,  since  it  implies  a  rejection  of  interprovincial  revenue¬ 
sharing  schemes.  More  on  this  point  later. 

Equalization  and  regional  disparities 

The  theoretical  chapter  (Chapter  3)  directed  some  attention  to  the 
relationship  between  regional  disparities  and  equalization.  The 
argument  there  was  that  regional  disparities,  of  and  by  themselves, 
are  not  a  justification  for  an  equalization  system.  However, 
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equalization  is  called  for  to  the  extent  that  these  disparities  lead  to 
differential  net  fiscal  benefits  across  provinces.  It  is  interesting  to 
note  that  the  Task  Force  Report  takes  the  same  approach: 

Nor. ..is  equalization  designed  to  eliminate  or  reduce  directly 
regional  disparities  in  economic  activity  or  performance. 
Various  economic  development  programs  and  economic 
adjustment  mechanisms  exist  that  are  designed  to  ensure  the 
best  use  of  resources  across  the  country,  and  thereby  to  reduce 
disparities  in  economic  activity.  Public  services  made  possible 
by  equalization  payments  will  contribute  to  this  goal  in 
education  and  social  services  for  all  citizens.  But  equalization 
payments  as  such  are  designed  only  to  offset,  or  compensate  for, 
the  disparities  in  economic  power  and  activity — not  to  elimin¬ 
ate  those  disparities.  (Ibid.,  158;  emphasis  added) 

Indeed,  in  order  to  stress  the  significance  of  this  point  the  report  goes 
on  to  say:  'It  is  important  to  be  clear  about  this  objective  because  some 
of  the  present  criticism  of  equalization  payments  reflects  a 
misunderstanding  of  what  they  are  intended  to  accomplish’  (ibid.). 
Needless  to  say,  I  heartily  endorse  the  Task  Force’s  position  on  this 
issue. 

Macro  formulas  versus  representative  tax  formulas 

The  Task  Force  Report  devotes  considerable  attention  to  the  question 
of  whether  a  macro  approach  is  a  meaningful  alternative  to  a 
representative  tax  approach.  I  need  not  dwell  on  the  analysis  that  the 
report  brings  to  bear  on  this  issue,  since  it  is  in  effect  a  distillation  of 
points  that  were  raised  in  Chapter  7.  What  is  relevant  here  is  the  fact 
that  the  Task  Force  came  down  against  a  macro  formulation: 

Weighing  all  [the]  considerations,  the  Task  Force  has 
concluded  that  the  representative  tax  system  approach  to 
equalization  is  conceptually  superior  to  the  macroeconomic 
approach  because  it  is  based  on  a  measure  of  fiscal  capacity 
more  closely  related  to  the  actual  tax  practices  of  the 
provinces.  (Ibid.,  162) 

It  should  be  noted  that  in  recommending  a  representative  tax 
system  the  Task  Force  was  not  necessarily  backing  the  RNAS 
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approach  (i.e.,  the  equalization  program  then  in  effect).  It  was 
registering  support  for  a  system  of  equalization  based  not  on  a  single 
tax  base  (as  a  macro  formula  would  be)  but  rather  on,  say,  the  thirty- 
odd  tax  bases  that  reflect  the  tax  sources  actually  utilized  by  the 
provinces. 

Uniformity 

The  Task  Force  was  concerned  about  those  features  of  the  RNAS 
equalization  program  that  might  be  viewed  as  arbitrary  and, 
therefore,  might  undermine  the  acceptability  of  the  overall  program. 
One  such  feature  was  the  dichotomous  treatment  of  property  taxes 
under  the  program.  Property  taxes  for  school  purposes  were  included 
in  the  formula  whereas  property  tax  revenues  for  municipal  purposes 
were  not.  The  Task  Force  focused  on  the  Quebec  experience  in  1980, 
when  this  province  increased  the  share  of  property  taxes  that  went  for 
municipal  purposes  and  decreased  the  share  that  was  allocated  to 
school  purposes.  The  result  was  a  considerable  decrease  in 
equalization  payments  not  only  for  Quebec  but  for  all  the  'have-not’ 
provinces.  In  essence,  the  Task  Force  position  on  this  issue  was  that 
equalization  payments  should  not  be  determined  by  the  manner  in 
which  provinces  decide  to  allocate  the  revenues  from  property  taxes. 
Accordingly, 

the  equalization  formula  should  be  neutral  with  respect  to  the 
relative  weights  that  provinces  choose  to  give  municipal  and 
school  property  taxes.  The  Task  Force  therefore  recommends 
that  property  taxes  for  municipal  purposes  be  included  in  full 
in  the  equalization  formula.  (Ibid.,  163;  emphasis  in  the 
original) 

The  Task  Force  also  took  particular  exception  to  the  fact  that 
Ontario  was  excluded  from  receiving  equalization  by  the  personal 
income  override  (see  Chapter  5).  It  recognized  that  this  provision  was 
quite  arbitrary.  It  also  recognized  that  the  override  had  encouraged 
some  observers  (myself  among  them)  to  raise  the  issue  of  the  funding 
inequity  associated  with  the  program: 

Since  equalization  is  financed  out  of  the  federal  treasury  and 
about  40  per  cent  of  all  federal  receipts  come  from  Ontario,  the 
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province  contributed  some  $400  million  to  the  equalization 
paid  to  other  provinces  (arising  from  the  roughly  $1  billion  of 
energy-related  equalization),  but  was  denied  its  own 
entitlement  by  the  personal  income  override.  (Ibid.,  168) 

While  the  Task  Force  offered  no  specific  solution  to  this  problem,  it 
was  firm  in  its  conviction  that  the  equalization  program  had  to  be 
more  uniform  in  its  treatment  of  individual  provinces: 

This  issue  [the  personal  income  override!  raises  difficult 
problems  of  perception  and  may  cast  some  doubts  on  the 
continued  validity  of  the  measures  of  fiscal  capacity  currently 
employed.  ...  [Tjhere  seems  to  be  little  doubt  that  any  measure 
specifically  aimed  at  making  Ontario  ineligible  for 
equalization  payments  based  on  a  representative  tax  system 
could  be  viewed  as  arbitrary  and  unwarranted.  The  Task 
Force  therefore  recommends  that  negotiations  he  directed 
toward  an  equalization  formula  that  can  apply  uniformly  to  all 
provinces ,  without  arbitrary  or  discriminatory  special 
revisions.  (Ibid.,  168-69;  emphasis  in  the  original) 

Fiscal  need 

Every  five-year  renegotiation  of  the  equalization  formula  has  had  to 
wrestle  with  the  contention  that  equalization  focuses  only  on  the 
revenue  side  of  provincial  budgets  and  does  not  address  the  fact  that  it 
may  cost  some  provinces  more  than  others  to  deliver  a  basic  per  capita 
unit  of  public  services.  The  Task  Force  was  no  exception,  and  it  noted 
that  several  provinces  recommended  that  equalization  take  explicit 
account  of  fiscal  need  and  of  the  costs  of  delivering  services.  Not 
surprisingly  the  Task  Force  recognized  that  the  case  was  correct  in 
principle,  but  that  the  measurement  problems  were  formidable. 
Accordingly: 

The  Task  Force  is  not  at  the  moment  in  a  position  to  make 
recommendations  as  to  how  the  problems  of  measuring 
provincial  costs  and  provincial  needs  might  be  overcome  and 
therefore  concludes  that,  for  the  time  being,  equalization 
payments  should  continue  to  be  determined  exclusively  on  the 
basis  of  disparities  in  provincial  fiscal  capacity.  (Ibid.,  161; 
emphasis  in  the  original) 
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This  statement  lends  considerable  support  to  my  earlier 
recommendation  that  research  begin  now  to  develop  a  framework  for  a 
representative  expenditure  system.  It  may  well  be  that  a  fiscal-need 
approach  will  never  emerge  as  the  equalization  program.  However, 
this  decision  should  be  based  on  analytical  considerations  and  not  on  a 
continuing  concern  that  the  relevant  data  have  not  yet  been 
developed. 

The  treatment  of  natural  resources 

Not  much  surprise  should  attend  the  assertion  that  the  most  difficult 
problem  faced  by  the  Task  Force  was  how  to  deal  with  the  resource 
revenue  component  of  equalization.  In  addressing  this  problem  the 
Task  Force  was  working  under  more  severe  constraints  than  later 
analysts.  This  is  so  because  the  Task  Force  Report  was  tabled  in  the 
summer  of  1981,  before  the  various  energy  agreements  between 
Ottawa  and  the  western  provinces  were  signed.  As  a  result,  the  report 
treads  rather  gingerly  in  this  area — although  if  one  reads  between  the 
lines  a  bit  it  does  have  a  fair  amount  to  say  about  the  interaction 
between  energy  and  equalization. 

The  Task  Force  began  its  analysis  by  stating  that  it  could  not  make 
any  specific  recommendations  regarding  the  treatment  of  natural 
resources  revenues  because  it  did  not  know  how  petroleum  revenues 
would  be  split  between  the  federal  and  the  provincial  governments. 
However,  it  promptly  went  on  to  lay  down  four  rules  that,  in  its  view, 
should  guide  any  decisions  taken  with  respect  to  resource  revenues: 

1  The  maximum  portion  of  natural  resource  revenues  that 
should  be  included  in  the  equalization  formula  should  be  that 
portion  of  these  revenues  that  are  used  for  budgetary 
purposes;  that  is,  as  a  minimum,  the  portion  sequestered  to 
non-budgetary  heritage  funds  should  be  excluded. 

2  To  the  extent  that  resource-rich  provinces  use  their 
resource  revenues  to  provide  special  services  to  their  citizens 
that  they  would  not  normally  offer  if  they  were  rich  non¬ 
resource  producing  provinces,  it  would  be  reasonable  to 
exclude  from  the  formula  a  portion  of  resource  revenues  that 
find  their  way  into  provincial  budgets.  For  example,  if  a 
resource-rich  province  decides  to  retire  all  municipal  debts,  as 
was  done  in  Alberta,  the  federal  government  need  not  assume 
that  the  retiring  of  municipal  debts  is  a  normal  provincial 
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expenditure.  In  short,  resource  revenues  should  be  included  in 
the  formula  only  to  the  extent  that  they  are  used  to  finance  what 
might  be  considered  normal  provincial  services. 

3  All  resource  revenues  should  be  treated  in  the  same 
manner.  That  is,  no  particular  type  of  resource  revenue 
should  be  excluded  from  the  equalization  formula  and  all 
resource  revenues  should  be  included  to  the  same  extent. 
(Under  the  current  formula,  revenues  from  land  sales  are 
excluded,  non-renewable  resource  revenues  are  included  to 
the  extent  of  50  per  cent,  and  renewable  resource  revenues  are 
included  in  full.) 

4  There  should  continue  to  be  some  kind  of  ceiling  or  safety 
net  relating  to  the  share  of  total  equalization  that  may  be  paid 
out  on  account  of  resource  revenues  in  order  to  protect  the 
federal  treasury  against  runaway  increases  in  the  cost  of 
equalization.  (Ibid.,  164-65;  emphasis  added) 

Several  comments  are  in  order.  Point  2  above  (particularly  the 
italicized  portion)  suggests  that  the  Task  Force  was  moving  in  the 
direction  of  defining  'basic’  public  services,  with  the  idea  in  mind  that 
only  revenues  used  to  provide  these  basic  or  normal  public  services 
ought  to  be  equalized.  Obviously  this  is  a  very  contentious  proposal. 
It  is  quite  consistent  with  the  approach  described  in  the  previous 
chapter,  which  by  its  nature  encourages  distinctions  between 
expenditures  that  should  go  into  the  formula  and  expenditures  that 
should  not.  However,  it  is  not  consistent  with  the  efficiency  rationale 
for  equalization,  since  the  expenditures  (or  revenues)  left  out  of  the 
formula  will  influence  NFBs  across  province. 

The  same  reasoning  applies  to  the  first  point.  Excluding  revenues 
that  enter  the  heritage  funds  of  the  provinces  is  consistent  with  a 
literal  reading  of  the  philosophy  underlying  equalization  (as  it  is 
embodied  in  the  constitution,  for  example).  However,  to  the  extent 
that  these  sheltered  funds  induce  people  to  migrate  in  anticipation  of 
getting  a  share  of  the  funds  in  the  future  (in  terms  of  either  greater 
public  services  or  lower  taxes)  they  alter  NFBs  and  on  efficiency 
grounds  ought  to  be  equalized. 

The  third  point  is  consistent  with  the  overall  thrust  of  the  Task 
Force  Report,  namely  that  the  equalization  program  should  be  made 
as  universal  as  possible,  with  uniform  treatment  for  all  revenue 
sources  and  all  provinces. 
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A  variant  of  the  Gainer-Powrie  solution 

The  Task  Force  described  one  approach  to  equalizing  energy  revenues 
that  would  be  consistent  with  its  four  rules.  Specifically,  only  the 
portion  of  resource  revenues  that  would  accrue  to  the  provinces  if  all 
sub-surface  rights  were  privately  owned  rather  than  publicly  owned 
would  be  subject  to  equalization.  The  Task  Force  calculated  that  in 
these  circumstances  20  per  cent  of  total  resource  revenues  would,  on 
average,  find  their  way  into  provincial  coffers,  and  it  is  proposed  that 
this  20  per  cent  enter  the  formula — part  of  it  in  terms  of  personal 
income  taxes  and  part  of  it  in  terms  of  business  income  revenues. 

This  scheme  might  be  viewed  as  a  variant  of  the  Gainer-Powrie 
proposal — -indeed,  it  was  suggested  by  Powrie  when  he  appeared  as  a 
witness  before  the  Task  Force  (House  of  Commons  1981).  In  fact, 
however,  it  is  quite  a  different  proposal.  Recall  that  the  original 
Gainer-Powrie  proposal  suggested  that  the  existing  royalties  be 
shared  between  the  provinces  and  Ottawa  on  a  70:30  basis,  the  latter 
percentage  being  an  estimate  of  the  share  of  energy  revenues  that 
would  accrue  to  the  federal  government  if  all  energy  resources  were 
privately  owned.  The  70  per  cent  would  then  be  equalized,  with  the 
federal  government  footing  the  bill  from  its  30  per  cent  share.  The 
Task  Force,  in  effect,  turned  this  scheme  around.  It  calculated  what 
provincial  revenues  would  be  if  the  rents  accrued  to  the  private  sector 
(i.e.,  20  per  cent)  and  proposed  to  put  these  revenues  in  the  formula. 

The  Task  Force  saw  four  advantages  to  its  proposal: 

The  main  advantage  of  this  solution  is  that  it  would  eliminate 
the  need  to  set  out  arbitrarily  the  extent  to  which  resources 
revenues  would  be  included  in  the  formula.  It  would  also 
eliminate  the  need  for  an  arbitrary  ceiling  on  the  portion  of 
equalization  that  might  be  paid  in  respect  of  resource 
revenues...  .  [ 1 1 1  would  permit  a  uniform  treatment  of  all 
resource  revenues...  .  [ I ] t  would  also  have  the  effect  of 
delaying,  at  least  for  a  few  years,  Ontario’s  eligibility  for 
equalization.  (Parliamentary  Task  Force  1981,  165) 

All  four  of  these  'advantages’  would  arise  because  under  this  proposal, 
resource  revenues  would  generate  much  smaller  equalization  flows 
than  they  generated  under  the  RNAS  approach — indeed,  the  flows 
would  amount  to  only  two-Fifths  of  the  resource-related  equalization 


288 


Task  force  reports 


flows  in  the  Chapter  4  tables,  since  only  20  per  cent  rather  than  50  per 
cent  of  resource  revenues  would  enter  the  formula.  The  Task  Force 
hastened  to  add  that  this  reduction  would  in  large  measure  be  offset 
by  the  inclusion  of  all  property  taxes  in  the  formula. 

While  the  Task  Force  does  not  go  so  far  as  to  explicitly  recommend 
this  approach,  its  remarks  have  been  interpreted  as  a 
recommendation  by  most  observers.1  Indeed,  as  we  shall  see  in  the 
appendix  to  the  following  chapter,  the  Government  of  Saskatchewan 
essentially  adopted  this  approach  as  its  proposal  for  equalization. 

Minimum  guarantees 

In  concluding  its  discussion  of  equalization,  the  Task  Force 
acknowledged  that  some  of  its  recommendations  could  lead  to 
situations  in  which  one  or  more  provinces  would  find  their 
entitlements  reduced.  Accordingly, 

if  any  province  whose  equalization  entitlement  in  1981-82  is 
more  than  $5  per  capita  sees  its  equalization  entitlement 
reduced  by  more  than  5  per  cent  as  a  result  of  the 
implementation  of  a  revised  formula,  it  should  continue  to 
receive  95  per  cent  of  its  1981-82  entitlement  until  1984-85  or 
until  the  formula  yields  more  than  95  per  cent  of  its  1981-82 
entitlement,  whichever  comes  sooner.  (Ibid.,  171) 

This  provision  is  of  more  than  passing  interest  since  a  somewhat 
similar  provision  was  incorporated  into  the  RFPS  approach  to 
equalization. 

Other  significant  aspects  of  the  Task  Force  Report 

The  rejection  of  interprovincial  revenue-sharing  pools 

In  arguing  for  direct  federal  payments  to  the  provinces,  the  Task  Force 
implicitly  ruled  out  the  concept  of  an  interprovincial  revenue-sharing 
arrangement.  Nonetheless,  it  did  devote  considerable  attention  to 
resource  revenues  and  resource  revenue-sharing  pools.  It  noted  that 
virtually  all  of  the  witnesses  appearing  before  it  recommended  a 
higher  price  for  domestic  energy,  which  would  imply  substantially 
higher  resource  revenues  and  equalization  flows.  If  the  federal 
government  were  the  primary  beneficiary  of  these  rising  resource 
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revenues,  then  it  would  have  sufficient  funds  to  finance  the  expanded 
equalization  flows.  If  the  provincial  governments  were  the  principal 
beneficiaries,  then,  many  of  the  witnesses  argued,  some  sort  of 
interprovincial  revenue-sharing  or  redistribution  pool  would  be  in 
order. 

The  Task  Force  had  a  great  deal  of  difficulty  with  transfer  schemes 
that  bypassed  Ottawa.  How  could  they  be  guaranteed?  What  would 
happen  if  an  election  in  a  contributing  province  were  fought  on  the 
issue  of  withdrawing  from  the  scheme?  Would  the  provinces  be  willing 
to  have  such  a  scheme  enshrined  in  the  constitution?  These  questions 
do  not  appear  in  the  report  proper,  but  they  do  reflect  the  range  of 
concerns  aired  by  the  members  of  the  Task  Force  in  response  to 
witnesses  who  argued  in  favour  of  revenue-sharing  schemes.  In  the 
end,  the  Task  Force  rejected  the  notion  of  interprovincial  sharing 
outright: 

[Tlhe  Task  Force  believes  it  is  necessary  to  reaffirm  federal 
responsibility  for  interpersonal  and  interregional  distribution. 

We  do  not  consider  this  role  as  one  that  can  properly  or 
appropriately  be  assumed  by  the  provinces.  (Ibid.,  169) 

The  Task  Force’s  negative  views  of  the  rent-sharing  proposal  put 
forward  by  Helliwell  and  Scott  and  of  my  own  two-tiered  proposal 
were  discussed  in  Chapter  8.  The  Task  Force  did  not  even  suggest 
that  it  might  be  appropriate  to  reconsider  these  options  during  future 
negotiations  of  the  equalization  program — a  suggestion  it  did  make  in 
respect  of  a  number  of  other  contentious  proposals. 

The  imputation  of  hydro  rents 

The  Economic  Council  of  Canada,  in  part  of  its  testimony  before  the 
Task  Force,  argued  for  the  inclusion  in  equalization  of  those  resource 
rents  associated  with  hydroelectricity  that  are  passed  on  to  consumers 
in  the  form  of  below-market  prices.  It  supported  this  argument  with  a 
massive  set  of  data  relating  to  various  estimates  of  these  imputed 
rents  and  their  implications  for  equalization  (some  of  these  data  were 
reproduced  in  Chapter  8).  The  Task  Force’s  response  was  that 

although  it  would  be  conceptually  sound  to  include  at  least  a 
portion  of  these  imputed  rents  in  the  equalization  formula, 
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greater  experience  in  measuring  them  should  be  acquired 
before  they  are  effectively  taken  into  account  in  computing 
provincial  equalization  entitlements.  The  Task  Force 
therefore  concludes  that  such  rents  ought  not  to  be  included  in 
the  equalization  formula  for  the  1982-87  period  but  that  more 
research  should  be  carried  out  on  the  subject  for  consideration 
in  negotiations  to  establish  the  arrangements  for  the  1987-92 
period.  (Ibid.,  159,  emphasis  added) 

Note,  however,  that  this  request  for  more  research  refers  to  the 
incorporation  of  these  hydro  rents  into  the  equalization  formula  and 
not  to  the  view  of  the  rents  taken  in  Chapter  8 — that  is,  as  a  com¬ 
ponent  of  an  interprovincial  revenue-sharing  pool. 

Section  125 

Perhaps  the  most  surprising  and  controversial  (but  in  my  opinion 
probably  the  most  welcome)  recommendation  of  the  Task  Force  was 
that  Section  125  of  the  constitution  be  a  matter  for  further  discussion 
and  consultation.  This  issue  is  dealt  with  not  in  the  equalization 
chapter  but  rather  in  the  last  chapter  of  the  report,  'Emerging  Issues 
in  the  Canadian  Federal  System’.  Under  Section  125  of  the 
constitution  ('No  Lands  or  Property  belonging  to  Canada  or  any 
Province  shall  be  liable  to  Taxation’),  provincial  Crown  corporations 
escape  federal  tax  and  vice  versa.  The  report  notes,  correctly,  that  this 
provision  could  have  a  'substantial  impact  on  the  balance  between 
public  and  private  enterprise  in  Canada  in  the  future  (ibid.,  191). 
More  generally: 

It  has  been  suggested  that  if  the  provinces’  position  vis-a-vis 
Section  125  is  fully  supported  by  the  courts  (including  the 
Supreme  Court  of  Canada),  the  producing  provinces  could  turn 
major  portions  of  their  oil  and  gas  industries  into  Crown 
corporations.  This  would  enable  these  provinces  to  shelter  a 
large  part  of  their  oil  and  gas  revenues  from  federal  taxation. 
Since  all  property  of  provinces  is  immune  from  federal 
taxation,  it  may  be  worthwhile  for  the  provinces  generally  to 
'nationalize’  other  industries  so  as  to  pre-empt  the  federal 
government  from  deriving  revenues  it  believes  it  is  justified  in 
collecting.  (Ibid.) 
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The  report  goes  on  to  focus  on  the  impact  of  Crown  corporations  on 
equalization.  At  present  their  profits  enter  the  equalization  program 
as  part  of  business  income.  The  report  notes  that  Crown  corporations 
may  offer  goods  and  services  at  below-market  prices,  lowering  their 
profits  and  decreasing  their  tax  base  for  business  income  revenues.  As 
was  noted  in  Chapter  5,  one  possible  solution  to  this  problem  is  to 
impute  a  profit  to  these  organizations  based,  say,  on  profit  ratios  for 
similar  activities  in  the  private  sector.  The  report  remarks  that  if 
'provinces  set  up  more  and  more  Crown  corporations  and  these 
organizations  distribute  their  "profits”  to  provincial  residents  through 
subsidized  prices,  the  "representative  tax  system”  in  the  equalization 
formula  may  become  less  representative’  (ibid.,  192).  True  enough. 
But  then,  in  what  can  only  be  construed  as  an  excess  of  optimism,  the 
report  adds:  'This  would  be  the  only  serious  loophole  remaining  in  the 
equalization  system  if  the  Task  Force’s  recommendations  in  Chapter 
VII  [the  equalization  chapter)  were  implemented’  (ibid.). 

The  Section  125  problem  is,  in  fact,  a  critical  one.  While  it  has 
direct  equalization  overtones,  it  is  more  important  in  its  indirect  effect 
on  equalization — that  is,  in  its  influence  on  the  manner  in  which 
revenues  are  allocated  not  only  between  the  two  levels  of  government 
but  between  the  private  and  public  sectors  as  well.  This  whole  area  is 
one  of  the  sacred  cows  of  the  federation.  The  Task  Force  must  be 
given  full  credit  for  being  willing  to  address  the  issue.  More  credit 
still  is  warranted  for  its  suggested  solutions: 

Should  provincial  or  federal  Crown  corporations  become  more 
common,  governments  may  at  some  point  have  to  reconsider 
the  application  of  section  125  of  the  BNA  Act.  An  amendment 
to  the  Constitution  permitting  taxation  of  Crown  corporations 
may  be  appropriate.  Alternatively,  the  federal  and  provincial 
governments  could  agree  to  reciprocal  taxation  of  Crown 
corporations.  No  doubt  both  courses  of  action  would  be  highly 
controversial.  Nevertheless,  the  implications  of  a  potentially 
large  expansion  in  the  number  of  Crown  corporations  would 
seem  to  be  a  matter  for  federal-provincial  and  public 
discussion.  (Ibid.) 
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Summary 

The  Parliamentary  Task  Force  was  an  important  undertaking  in 
several  respects.  As  was  noted  earlier,  it  represented  a  new  element 
in  the  renegotiation  process — one  that  is  likely  to  be  repeated  in  the 
future.  By  conducting  public  hearings,  it  opened  up  considerably  the 
range  of  views  that  could  be  brought  to  bear  on  the  fiscal 
arrangements  in  general  and  equalization  payments  in  particular.  It 
is  probably  not  too  surprising  that  the  Task  Force  came  down 
basically  on  the  side  of  the  status  quo.  After  all,  it  was  a  political 
(albeit  all-party)  creation.  One  of  its  purposes  was  to  ensure  that 
equalization  remains  an  accepted  and  respected  part  of  the  Canadian 
fabric.  Most  of  its  recommendations  can  be  seen  in  this  light — as  uni- 
form  a  treatment  as  possible;  reducing  the  role  played  by  energy  to 
make  the  program  relatively  immune  to  future  energy  shocks  and  to 
prevent  Ontario  from  falling  into  the  category  of  a  recipient  province; 
extending  coverage  to  property  taxes  (desirable  in  its  own  right  and 
also  as  an  offset  to  the  drop  in  equalization  arising  from  the  energy 
recommendation);  providing  minimum  floors  for  provinces  that  would 
fare  relatively  poorly  under  any  new  scheme.  Finally,  despite  this 
endorsement  of  the  status  quo ,  the  Task  Force  did  leave  the  door  open 
for  future  reform  in  several  key  areas.  All  in  all,  the  Task  Force 
Report  is  a  valuable  contribution. 

FINANCING  CONFEDERATION:  THE  ECC  REPORT 

The  Economic  Council  of  Canada’s  report,  Financing  Confederation : 
Today  and  Tomorrow  (1982),  covers  basically  the  same  territory  as 
the  Task  Force  Report.  However,  the  Council  document’s  coverage  of 
equalization  reflects  the  much  greater  input  of  both  time  and 
resources  that  went  into  its  preparation.  It  is  simply  not  possible  to 
summarize  the  substantial  theoretical  and  empirical  analysis  in  the 
report  in  a  satisfactory  way,  and  I  shall  attempt  no  such  summary 
here.  The  reader  interested  in  acquiring  further  knowledge  of  the 
intricacies  of  equalization  is  encouraged  to  take  the  time  and  effort  to 
read  not  only  the  Council  report  itself  but  some  of  the  excellent 
background  studies  as  well. 

What  is  probably  of  the  most  use  for  present  purposes  is  to  focus  on 
some  of  the  principal  areas  where  Financing  Confederation  has 
contributed  to  the  knowledge  and  understanding  of  equalization. 
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The  theoretical  contribution 

First  and  foremost,  the  thrust  of  the  Council  study  is  to  develop  a 
theory  of  equalization.  The  architects  of  this  underlying  theory  are 
Robin  Boadway  and  Frank  Flatters,  and  their  ideas  form  the  core  of 
the  theoretical  section  of  the  Council’s  equalization  chapters.  All  of 
the  Boadway-Flatters  and  Council  emphasis  is  on  the  economic 
justifications  for  equalization.  My  own  view  is  that  the  study  puts  far 
too  much  emphasis  on  the  equity  as  against  the  efficiency  arguments 
for  equalization,  and  in  the  broader  context  too  much  emphasis  on  the 
economic  as  distinct  from  the  political  and  constitutional 
underpinnings  of  equalization.4  But  few  would  question  the 
substantial  impact  that  this  work  has  already  had  and  is  going  to  have 
over  the  next  few  years. 

The  empirical  contribution 

The  Council  also  broke  important  new  ground  in  terms  of  the  massive 
data  collection  and  quantitative  effort  it  undertook.  Much  of  this 
effort  was  directed  toward  estimating  the  implicit  rents  from  hydro 
facilities  resulting  from  the  sale  of  electricity  at  below-market  rates; 
one  set  of  estimates  was  used  in  Chapter  8.  The  Council  study  also 
presents  estimates  for  a  wide  range  of  alternative  equalization 
formulas.  A  final  aspect  of  the  Council’s  empirical  contribution  is  the 
background  study  by  Stanley  Winer  and  Denis  Gauthier  (1982),  which 
investigates  the  interaction  between  fiscal  structure  and  internal 
migration.  The  efficiency  case  for  migration  rests  upon  the  notion 
thaf  differing  NFBs  across  provinces  will  result  in  rent-seeking  or 
fiscally  induced  migration.  In  order  to  assess  the  practical  relevance 
of  the  efficiency  case,  one  must  have  evidence  of  the  degree  to  which 
individuals  respond  to  these  NFBs.  Providing  this  evidence  is  the 
purpose  of  the  Winer-Gauthier  background  piece;  a  brief  summary  of 
the  study’s  findings  was  given  in  the  penultimate  section  of  Chapter  3. 

In  short,  the  Council’s  theoretical  and  empirical  research  are 
closely  intertwined,  and  together  they  represent  both  a  significant 
advance  in  knowledge  and  an  important  impetus  to  future  research. 
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The  Council’s  recommendations  for  equalization 

Given  the  amount  of  effort  that  went  into  the  preparation  of  the  ECC 
study,  the  paucity  of  recommendations  relating  to  equalization  is 
rather  disappointing.  In  all,  there  are  only  three  specific 
recommendations — inclusion  of  all  property  taxes  in  the  formula, 
reinclusion  of  revenues  from  the  sale  of  Crown  leases,  and  uniform 
treatment  of  provinces  (e.g.,  removal  of  the  personal  income  override). 
These  suggestions  are  hardly  startling,  particularly  given  that  the 
Council’s  report  was  published  in  February  of  1982,  well  after  the 
Task  Force  Report  and,  more  important,  well  after  the  federal 
government’s  November  1981  budget  proposal  of  an  'Ontario 
standard’  for  equalization  (see  Chapter  11). 

There  is  one  further  formal  recommendation — that  the  treatment 
of  energy  resources  in  any  new  formula  should  be  constrained  until  a 
better  way  of  treating  resource  revenues  is  worked  out.  While  it  does 
not  cast  them  in  the  form  of  recommendations,  the  Council  does 
enunciate  four  principles  that  it  feels  should  apply  to  any  longer-term 
approach  to  equalizing  resource  revenues: 

—  all  natural  resource  revenues  distributed  by  provincial 
governments  to  residents  of  a  province  should  be  taken  into 
account  in  the  equalization  formula.  It  is  immaterial  whether 
this  distribution  takes  place  directly  in  the  form  of  goods  and 
services  and/or  tax  relief,  or  indirectly  in  the  form  of 
subsidized  prices; 

—  resource  revenues  should  be  equalized  when  they  are 
distributed  as  income  to  residents  of  the  provinces.  Thus 
funds  deposited  in  heritage,  or  other  savings,  funds  should  not 
be  equalized;  they  should  only  be  subject  to  equalization  when 
they  commence  to  provide  benefits  to  provincial  residents; 

—  the  amount  of  provincial  natural  resource  revenues  that  is 
subject  to  equalization  should  approximate  the  federal  taxes 
that  would  be  paid,  on  average,  if  resource  revenues  were 
distributed  to  provincial  residents  and  treated  as  personal 
income; 

—  there  should  be  no  artificial  limits,  as  at  present,  on  the 
extent  to  which  eligible  natural  resource  revenues  are 
equalized.  (Economic  Council  of  Canada  1982,  122) 
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These  are  very  far-reaching  principles.  The  first  argues  for  a 
comprehensive  approach  to  measuring  resource  revenues.  For 
example,  these  revenues  would  include  the  implicit  rents  arising 
from,  say,  the  Ontario  and  Quebec  policies  towards  pricing  hydro.  It  is 
hard  to  disagree  with  this.  The  second  point  is  more  controversial. 
Funds  set  aside  for  a  rainy  day  (in  heritage  trusts)  should  be  equalized 
only  when  they  are  brought  back  into  provincial  budgets.  From  an 
efficiency  point  of  view,  this  approach  would  be  correct  only  if  no 
fiscally  induced  migration  were  triggered  by  the  mere  existence  of 
these  trusts.  However,  it  is  clear  from  the  third  point  that  the  Council 
is  not  particularly  worried  about  efficiency  and  the  equalization  of 
NFBs  across  provinces.  To  put  the  matter  in  a  more  positive  light, 
underlying  the  third  principle  is  the  notion  that  narrow-based 
horizontal  equity  ought  to  prevail  as  far  as  resource  rents  are 
concerned.  The  constitution  has  assigned  property  rights  to  resource 
revenues  to  the  provinces  and  these  revenues  merit  equalization  only 
insofar  as  their  treatment  for  federal  taxation  purposes  leads  to 
inequities.  The  suggestion  is  that  these  revenues  ought  to  be  treated 
as  income  for  federal  income  tax  purposes.  Because  they  are  not  so 
treated  now,  there  is  a  role  for  equalization,  namely  the  equalization 
of  that  portion  of  the  revenues  equal  to  the  federal  tax  that  would  be 
paid  on  the  revenues  if  they  were  treated  as  personal  income. 
Depending  on  which  part  of  the  Council’s  report  one  looks  at,  the 
federal  rate  is  assumed  to  be  25  per  cent  or  30  per  cent.  Given  that  50 
per  cent  of  resource  revenues  entered  the  RNAS  formula,  the  Council 
was  in  effect  recommending  that  resources  play  a  much  smaller  role  in 
the  equalization  program. 

I  find  all  of  this  quite  remarkable.  After  devoting  so  much  effort  to 
making  the  economic  case  for  equalizing  NFBs,  the  Council  ended  up 
with  a  call  for  equalization  based  not  on  the  existence  of  differential 
NFBs,  but  rather  on  the  lack  of  comprehensiveness  of  the  federal  tax 
system.  As  was  pointed  out  in  Chapter  3,  even  if  the  federal  tax  base 
were  broadened  to  take  of  these  currently  nontaxable  benefits  into 
account,  NFBs  would  still  differ  widely  across  provinces.  I  suspect 
that  the  Council  found  itself  caught  between  two 
principles — equalizing  NFBs  and  acknowledging  that  the  constitu¬ 
tion  assigns  property  rights  over  resources  to  the  provinces — and  it 
opted  for  the  latter.  With  respect  to  nonresource  revenues,  the 
Council  came  out  in  favour  of  the  status  quo ,  which  at  that  time  was 
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the  RNAS.  In  one  sense  its  position  was  inconsistent.  In  spite  of  the 
underlying  theory  and  its  focus  on  individuals,  neither  portion  of  its 
proposed  equalization  formula  took  the  form  of  a  revenue-sharing 
pool;  that  is,  the  Council  opted  for  'gross’  rather  than  'net’  schemes,  to 
use  the  Council’s  jargon.  There  is,  however,  one  way  in  which  one  can 
argue  that  the  Council’s  position  was  a  consistent  one.  Basically,  the 
Council  argued  in  principle  for  broad-based  horizontal  equity 
throughout.  Hence  the  RNAS  for  nonresource  revenues.  It  would 
have  argued  the  same  way  for  resource  revenues,  except  that  the 
constitution  assigned  property  rights  over  resources  to  the  provinces. 
Hence,  narrow-based  horizontal  equity  was  as  far  as  the  Council  could 
go  in  terms  of  resource  revenues  and  rents. 

In  view  of  the  Council’s  approach  to  resources,  I  am  perplexed  by  its 
very  harsh  treatment  of  the  Task  Force’s  compromise  proposal  for  the 
treatment  of  resource  revenues.  The  reader  will  recall  that  the  Task 
Force  recommended  the  equalization  of  20  per  cent  of  all  resource 
revenues,  on  the  grounds  that  this  percentage  is  what  would  accrue  to 
the  province  if  the  revenues  originally  flowed  to  individuals.  The 
Council’s  report  addresses  the  proposal  in  this  manner: 

This  proposal  would,  in  effect,  apply  the  broad-based  view  of 
horizontal  equity,  noted  earlier,  to  some  hypothetical  Fiscal 
benefits  from  resources.  We  see  no  grounds  based  on  equity  or 
efficiency  for  choosing  this  method  of  equalization.  In  our 
judgment,  it  is  questionable  on  two  counts.  First,  we  feel  that 
it  is  the  narrow-based  view  of  horizontal  equity  (based  on 
property  rights  issues)  that  is  appropriate  for  equalization  of 
resource  revenues  in  the  Canadian  federal  system.  Second,  if 
an  equalization  program  is  to  achieve  horizontal  and  vertical 
equity,  it  must  be  based  on  actual ,  not  hypothetical,  fiscal 
benefits  created  by  provincial  governments.  Thus,  instead  of 
applying  full  equalization  to  some  hypothetical  fiscal  benefits 
(as  would  happen  if  one  were  to  calculate  provincial  taxes  on 
resource  revenues  distributed  as  income),  the  analysis 
developed  in  this  chapter  provides  strong  reasons  for  applying 
partial  equalization  (determined  as  the  overall  marginal 
federal  tax  rate  in  a  province)  to  actual  resource  revenues 
distributed  as  private  income  to  provincial  residents.  (Ibid., 
34-35) 
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I  have  no  problem  with  the  Council’s  theorizing.  The  problem  resides 
at  the  practical  level.  In  describing  the  Council’s  own  specific 
equalization  formula,  the  report  uses  the  following  case  (ibid.,  46-47). 
From  total  provincial  resource  revenues  exclude  the  heritage  fund 
portion,  which  the  Council  estimates  at  30  per  cent.  Then  apply  the 
federal  marginal  tax  rate  (assumed  to  be  25  per  cent)  to  the  remaining 
70  per  cent,  for  an  overall  federal  tax  rate  of  17.5  per  cent.  Hence, 
under  the  Council’s  proposal,  17.5  per  cent  of  resource  revenues  would 
enter  the  formula.  Given  a  30  per  cent  marginal  rate  (which  the 
Council  used  elsewhere  in  its  study),  21  per  cent  of  resource  revenues 
would  be  eligible  for  equalization.  Thus,  when  it  comes  to 
implementing  an  equalization  formula,  the  Council’s  proposal  with 
respect  to  resources  is,  for  all  intents  and  purposes,  identical  to  the 
Task  Force’s  proposal — that  is,  17.5  to  21  per  cent  for  the  former  and 
20  per  cent  for  the  latter. 

While  the  Council  was  correct  to  point  out  that  the  theoretical 
underpinnings  of  the  Task  Force  proposal  may  have  been  rather  weak, 
it  should  also  have  pointed  out  that  the  practical  implications  of  the 
Task  Force  proposal  for  the  workings  of  equalization  were  essentially 
identical  to  the  implications  of  its  own  proposal. 

These  comments  on  the  Council’s  document  have  been  somewhat 
harsh — perhaps  too  harsh,  in  light  of  the  fact  that  the  longer-term 
implications  of  the  study  are  likely  to  be  very  positive. 

CONCLUSION 

This  completes  Part  V  of  the  study,  a  review  of  some  alternative 
approaches  to  equalization.  Two  other  proposals  could  have  been 
described  and  evaluated  in  this  section — those  put  forward  by  the 
provinces  of  Saskatchewan  and  Quebec.  However,  since  these  pro¬ 
vinces’  proposals  were  designed  as  responses  to  the  federal  govern¬ 
ment’s  first  equalization  initiative — the  Ontario  standard — they  will 
be  dealt  with  following  the  discussion  of  that  initiative. 

The  remainder  of  the  book  is  devoted  to  an  analysis  and  evaluation 
of  our  new  equalization  formula,  beginning  with  the  Ontario  standard 
and  culminating  with  the  passage  of  the  1982  Fiscal  Arrangements 
Act  incorporating  the  five-province  standard  for  equalization. 
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NOTES 

1  And  it  has  also  been  subjected  to  considerable  criticism.  Some  of  the  theoretical 
defects  of  this  proposal  were  raised  in  Chapter  8  above.  For  more  detail  see  Boadway, 
Flatters,  and  LeBlanc (1983). 

2  For  a  review  of  the  Council  document,  see  Scott,  ed.  (1982). 

3  See  also  Boadway  and  Flatters  ( 1 982 ). 

4  Whereas  Chapter  3  above  devoted  some  attention  to  the  'federalist’  and  'nationhood’ 
rationales  for  equalization.  Nonetheless,  the  analyis  in  Chapter  3  owes  a  large  debt 
to  the  Council’s  work. 
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THE  1982-87  EQUALIZATION  FORMULA: 

THE  REPRESENTATIVE  FIVE-PROVINCE  STANDARD 


11 

RFPS:  the  background 


The  next  three  chapters  are  devoted  in  turn  to  a  description,  an 
analysis,  and  an  evaluation  of  Canada’s  new  equalization  program, 
the  so-called  'representative  five-province  standard’  or  RFPS 
approach  to  equalization.  The  present  chapter  provides  the 
background  to  the  adoption  of  the  RFPS.  It  begins  with  a  discussion  of 
the  philosophy  underlying  the  federal  government’s  approach  to  the 
negotiations  relating  to  equalization.  The  source  for  this  discussion  is 
the  November  1981  federal  budget  paper  Fiscal  Arrangements  in  the 
Eighties:  Proposals  of  the  Government  of  Canada  (MacEachen  1981). 
The  second  part  of  the  chapter  focuses  on  the  equalization  proposal 
incorporated  in  the  1981  budget — the  'Ontario  standard’.  The  final 
section  traces  the  developments  that  led  Ottawa  to  jettison  the 
Ontario  standard  and  to  adopt  the  RFPS. 

Chapter  12  focuses  on  the  mechanics  of  the  RFPS.  The  analysis 
includes  estimates  for  1982-83  relating  not  only  to  the  new  program, 
but  also  to  the  equalization  flows  that  would  have  been  generated 
under  the  Ontario  standard  and  under  a  continuation  of  the  RNAS 
program. 

Chapter  13  evaluates  of  the  new  equalization  program,  examining 
it  in  the  light  of  the  RNAS  system,  the  options  forgone,  and  the 
theoretical  underpinnings  of  equalization. 

SOME  UNDERLYING  FEDERAL  PRINCIPLES 

In  setting  the  stage  for  the  equalization  proposals  embodied  in  the 
November  1981  budget,  the  federal  budget  paper  outlined  four  criteria 
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that  the  federal  government  felt  should  apply  to  any  new  equalization 
formula: 

—  Payments  should  make  it  possible  for  all  provinces  to 
provide  their  residents  with  a  reasonable  level  of  public 
services  at  reasonable  levels  of  taxation. 

—  Payments  should  be  distributed  according  to  financial 
capacity,  with  all  provinces  treated  on  a  comparable,  non- 
discriminatory  basis. 

—  The  overall  level  of  payments  generated  by  the  formula 
should  be  reasonably  stable  and  predictable  from  year  to  year. 

—  The  formula  should  remain  sensitive  to  variations  over 
time  in  the  fiscal  capacity  of  each  province  so  that  the 
revenues  of  any  recipient  province  after  equalization  will  not 
exhibit  marked  year-to-vear  irregularity.  (MacEachen  1981, 

35) 

The  second  of  these  points  obviously  refers  to  the  personal  income 
override,  which  arbitrarily  excluded  Ontario  from  becoming  a 
recipient  under  the  RNAS  program.  The  federal  government’s 
position  on  this  point  mirrored  the  recommendation  of  the 
Parliamentary  Task  Force,  made  earlier  in  the  year,  that  all  provinces 
should  be  treated  consistently  under  the  provisions  of  any  new 
formula.  Nevertheless,  some  way  had  to  be  found  to  keep  Ontario 
from  becoming  a  recipient.  Otherwise  the  result  of  consistency  would 
be  a  significant  rise  in  overall  equalization  flows. 

In  order  to  pave  the  way  for  a  set  of  proposals  that  did  indeed 
exclude  Ontario,  the  federal  budget  paper  drew  rather  selectively 
from  the  provincial  budgets  of  Ontario  and  British  Columbia: 

The  treatment  of  Ontario  was  raised  by  the  government  of 
that  province  in  a  1980  budget  paper.  The  paper  questioned 
whether  Ontario’s  fiscal  capacity  was  below  average,  asserted 
that  its  public  services  were  not  below  average  and  suggested 
that  a  formula  which  resulted  in  Ontario  being  eligible  might 
well  be  too  generous  and  result  in  'over-equalization’.  It 
concluded  that  there  was  a  clear  and  urgent  need  to  review  the 
formula.  (Ibid.,  1 5) 1 

The  Government  of  British  Columbia,  in  commenting  on  this 
issue  in  its  March,  1981,  budget,  stated:  '  ...the  national 
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equalization  program  must  be  examined.  We  have  to  ensure  a 
secure  source  of  fiscal  resources  in  less  prosperous  provinces 
but,  equally,  we  must  avoid  the  absurd  situation  where  a 
province  as  economically  strong  as  Ontario  qualifies  for 
equalization  payments’.  (Ibid.)2 

In  a  similar  fashion  the  federal  budget  paper  mustered  support 
from  various  quarters  for  the  maintenance  of  the  representative  tax 
system  approach  to  equalization,  as  distinct  from,  say,  a  macro 
formula  or  a  two-tiered  approach: 

Having  examined  various  methods  of  measuring  provincial 
Fiscal  capacity,  the  [Parliamentary]  Task  Force  concludes  that 
the  representative  tax  system  approach  used  since  1967  is 
'conceptually  superior’  because  it  better  reflects  the  actual  tax 
practices  of  the  provinces.  As  a  means  of  improving  the 
'representative’  nature  of  the  system,  the  Task  Force 
recommends  that  property  taxes  for  municipal  purposes  be 
brought  into  the  formula.  (Ibid.) 

The  most  recent  provincial  statement  about  equalization 
appears  in  the  communique  issued  by  the  premiers  following 
their  twenty-second  annual  conference  in  Victoria  last 
August:  '  ...The  Premiers  agreed  that  a  representative  tax  for 
calculating  payments  is  the  most  appropriate  system’.  (Ibid., 

14) 

Finally,  the  federal  budget  paper  quoted  from  the  submission  of  the 
Government  of  New  Brunswick  to  the  Parliamentary  Task  Force  on 
Federal-Provincial  Fiscal  Arrangements: 

New  Brunswick  supports  the  fundamental  importance  of  the 
equalization  program.  The  current  representative  tax  system 
of  equalization  has  served  Canada  well  and  should  be 
retained.  (Ibid.,  15) 

Thus,  from  these  principles  and  carefully  selected  observations,  one 
can  piece  together  an  underlying  federal  philosophy  relating  to 
equalization: 
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—  The  representative  tax  system  should  be  maintained  and  broadened 
to  include  all  municipal  property  taxes. 

—  The  personal  income  override  should  be  removed. 

—  The  program  should  be  designed  so  as  to  exclude  Ontario. 

But  how  was  the  federal  government  to  incorporate  all  of  this  into  an 
equalization  program?  The  answer  was  the  Ontario  standard. 

THE  ONTARIO  STANDARD 

The  characteristics  of  the  'Representative  Ontario  Standard’ 
(henceforth  the  ROS),  as  outlined  in  the  1981  federal  budget  paper, 
were  to  be  as  follows: 

—  Provincial  fiscal  capacities  would  continue  to  be  measured  in  terms 
of  a  representative  tax  system. 

—  The  revenue  sources  to  be  equalized  would  henceforth  include  (a) 
all  provincial/local  revenues  that  were  previously  subject  to 
equalization,  (b)  all  natural  resource  revenues  (i.e.,  the  amount  of 
energy  revenues  entering  the  formula  would  be  raised  from  50  per 
cent  to  100  per  cent),  and  (c)  all  local  revenues  from  taxation  (the 
major  change  here  would  be  the  inclusion  of  property  taxes  levied  for 
municipal  purposes). 

—  The  level  of  equalization  would  be  determined  by  reference  to  an 
'Ontario  standard’.  If  any  province  had  a  lower  per  capita  yield  from 
the  representative  tax  system  than  did  Ontario,  it  would  be  entitled  to 
an  equalization  payment  to  make  up  the  difference. 

—  The  personal  income  override  would  be  removed.  Henceforth  a 
province  could  receive  equalization  even  if  its  personal  income  per 
capita  were  above  the  national  average. 

—  The  resource  ceiling  would  be  removed.  Henceforth  the 
contribution  of  resource-generated  equalization  would  be  allowed  to 
exceed  one-third  of  total  equalization. 

—  Total  equalization  payments  would  not  be  allowed  to  grow  more 
rapidly  than  the  growth  in  the  gross  national  product. 

Now  to  the  details. 
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The  formula  for  the  Ontario  standard 

Under  the  RNAS  formula,  the  per  capita  equalization  for  each 
province  for  each  revenue  source  could  be  expressed  as  follows: 


Equalization 

per 

capita 


national 
average 
tax  rate 


(national  average 
base  per 
capita 


province  s  own 
base 

per  capita 


(11.1) 


which  is,  of  course,  equation  4.2  of  Chapter  4.  The  formula  for  the 
Ontario  standard  simply  replaces  the  first  term  of  the  bracketed 

a 

expression: 


Equalization  national 

per  =  average 

capita  tax  rate 


(Ontario 
base  per 
capita 


province  sown 
base 

per  capita 


(11.2) 


The  empirical  characteristics  of  the  ROS  will  be  explored  in  detail  in 
the  following  chapter,  in  the  context  of  the  evolution  of  the  RFPS. 
However,  the  following  features  of  the  scheme  merit  attention  here. 

1  For  Ontario,  the  value  of  the  bracketed  term  in  equation  11.2  will 
always  be  zero.  Consequently,  Ontario  can  never  receive  an 
equalization  payment. 

2  While  in  principle  the  scheme  equalizes  resource  revenues  in  full 
(i.e.,  100  per  cent  versus  50  per  cent  under  the  RNAS  formula),  in 
practice  it  makes  them  a  trivial  part  of  overall  equalization.  This 
occurs  because  Ontario’s  tax  bases  per  capita  for  such  things  as  oil  and 
natural  gas  are  effectively  zero.  Thus,  even  though  the  resource 
revenues  eligible  to  enter  the  equalization  formula  are  doubled,  the 
resulting  equalization  flows  are  minimal  because  Ontario  has  such  a 
small  base  per  capita.  Indeed,  for  most  of  the  * have-not ’  provinces, 
equalization  falls  as  a  result  of  the  resource  categories!  To  put  the 
matter  differently,  under  the  Ontario  standard,  overall  equalization 
would  be  greater  if  energy  revenues  were  excluded  from  the  formula ! 
Thus  the  decision  to  remove  the  resource  ceiling  was  essentially  a 
cosmetic  gesture. 

3  What  the  ROS  does  succeed  in  doing  is  to  remove  virtually  all  of  the 
arbitrary  restrictions  that  were  in  place  under  the  RNAS  formula 
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(e.g.,  resource  revenues  treated  differently  than  nonresource 
revenues,  the  personal  income  override,  the  resource  cap,  the 
exclusion  of  major  local  tax  revenues).  In  this  respect  it  represents  a 
brilliant  manoeuvre:  the  comprehensiveness  and  generality  of  the 
formula  is  now  fully  restored. 

4  Despite  all  of  the  above  features,  1982-83  equalization  payments 
under  the  ROS  are  considerably  larger  than  1981-82  payments  under 
the  RNAS.  However,  this  increase  is  in  aggregate  flows.  Two 
provinces,  Quebec  and  Manitoba,  receive  reduced  payments.  In  other 
words,  the  chief  beneficiaries  of  the  ROS  are  the  Atlantic  Provinces. 
The  principal  reason  why  equalization  does  not  plummet  is  that,  for 
most  of  the  revenue  categories  other  than  energy,  equalizing 
according  to  an  Ontario  standard  is  much  more  generous  than 
equalizing  according  to  a  national  average  standard.  In  other  words, 
Ontario’s  base  per  capita  is  larger  than  the  national  average  base  per 
capita  for  most  of  the  nonenergy  revenue  categories  and,  therefore, 
equalization  flows  increase  for  these  revenue  sources.  The  inclusion  of 
all  property  taxes  also  generates  a  significant  increase  in  equalization 
flows. 

5  The  only  restriction  in  the  ROS  formulation  is  that  equalization, 
in  total,  cannot  grow  at  a  rate  greater  than  the  rate  of  GNP  growth. 
The  initial  data  accompanying  the  ROS  proposal  indicated  that  this 
cap  would  be  binding  for  1982-83,  the  first  year  of  the  formula. 

6  In  terms  of  the  alternative  theoretical  underpinnings  of 
equalization,  namely  the  equalization  of  NFBs  on  the  one  hand  and 
the  provision  of  reasonably  comparable  public  services  at  reasonably 
comparable  tax  rates  on  the  other,  it  is  obvious  that  the  ROS  opts  for 
the  latter  result.  The  fact  that  the  revenues  of  the  energy-rich 
provinces  may  be  mushrooming  is  irrelevant  to  the  ROS  formula:  all 
that  matters  is  the  level  of  Ontario’s  overall  revenues  per  capita.  In 
other  words,  Ontario’s  budgetary  position  is  the  standard  with  which 
all  other  provinces’  fiscal  capacities  are  compared. 

THE  PROVINCIAL  REACTION 

The  provincial  reaction  to  the  Ontario  standard  was  as  swift  as  it  was 
unanimous — the  provinces  did  not  like  it,  to  put  it  mildly.  It  is 
important  to  recognize  that  the  provisions  relating  to  equalization 
were  only  one  source  of  provincial  concern  with  respect  to  the 
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November  1981  fiscal  arrangement  proposals.  As  was  noted  in  the 
historical  overview  in  Chapter  2,  Ottawa’s  decision  to  remove  from 
established  program  funding  the  two  tax-point  equivalents  associated 
with  the  'revenue  guarantee’  was  viewed  by  many  provinces  as 
nothing  short  of  an  outright  violation  of  the  1977  fiscal  agreements. 
However,  my  focus  here  is  only  on  the  provinces’  reaction  to  the 
equalization  program.  Only  one  month  after  the  federal  government 
unveiled  its  proposal  the  provincial  finance  ministers  responded  with 
the  Provincial  Report  on  the  Revised  Equalization  Program  Proposed 
in  the  November  12,  1981  Federal  Budget.  The  thrust  of  this  response 
was  that,  'on  balance  and  overall,  the  provinces  believe  that  the 
changes  being  proposed  may  represent  a  backward 
step — undermining  the  key  elements  of  a  formula  which  has  served 
Canada  well  for  a  decade  and  a  half  ’  (Provincial  Finance  Ministers 
and  Treasurers  1981,  5).  The  provinces’  concerns  centred  on  four 
features  of  the  new  proposal:  (i)  the  Ontario  standard  itself,  (ii)  the 
measurement  of  fiscal  capacity,  (iii)  the  disincentive  to  resource 
development  in  equalization-receiving  provinces,  and  (iv)  the  GNP 
'cap’.  I  shall  deal  with  each  of  these  points  in  turn.  As  will  become 
evident,  many  of  these  provincial  concerns  remain  relevant  to  the 
equalization  program  actually  adopted  for  1982-87,  namely  the 
representative  five-province  standard. 

The  standard  of  equalization 

The  provinces  aired  two  concerns  relating  to  the  substitution  of  the 
Ontario  standard  for  the  national  average  standard.  The  first  was 
rather  obvious.  Would  the  use  of  a  single  province,  even  one  as  large 
as  Ontario,  result  in  more  instability  in  equalization  flows  than  would 
a  national  average  standard?  In  a  period  of  instability  in  raw 
material  prices  and  major  economic  adjustment,  would  not  a  national 
average  standard  provide  for  a  'smoothing’  effect  on  equalization 
flows?  The  answer  is  not  clear.  It  is  true  that  an  Ontario  standard  is 
very  susceptible  to  the  business  cycle,  in  that  the  corporate  and 
personal  income  tax  bases  will  move  with  the  cyclical  fluctuations. 
However,  it  is  also  true  that  major  swings  in  resource  revenues  would 
have  a  very  limited  impact  on  equalization  flows  under  an  Ontario 
standard.  But  what  brought  home  the  problem  of  the  Ontario 
standard’s  potential  instability  was  Quebec  Finance  Minister  Jacques 
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Parizeau’s  remark  that  it  might  turn  out  to  be  more  beneficial  overall 
to  Quebec  if  its  development  programs  were  used  to  support  industry 
in  Ontario  rather  than  in  Quebec:  as  Ontario  goes,  so  goes 
equalization  under  the  ROS! 

A  more  sophisticated  point  made  by  the  provincial  treasurers  was 
the  following.  Suppose  that  over  time  the  resource-rich  provinces 
derived  increasing  revenues  from  their  resources  and  used  them  to 
lower  tax  rates  on  nonresource  categories.  Specifically,  suppose  that 
Alberta  were  to  channel  more  energy  revenues  into  its  budgetary 
operations  and  fewer  revenues  into  the  Heritage  Fund  while  it 
reduced  tax  rates  on,  say,  corporate  and  personal  income.  (Note  that 
this  provincial  position  paper  was  prepared  in  late  1981,  when  there 
was  every  reason  to  expect  that  world  energy  prices  would  continue  to 
escalate.)  Equalization  would  fall  as  a  result.  In  terms  of  equation 
11.1,  this  decrease  would  occur  because  the  'national  average  tax  rate’ 
(i.e.,  the  ratio  of  total  revenues  to  the  total  base)  would  fall  for 
personal  and  corporate  income.  The  Ontario  standard  was  all  the 
more  vulnerable  to  this  criticism  because  under  it  energy  resources 
would  effectively  generate  no  equalization  flows. 

Measurement  of  fiscal  capacities 

The  provinces’  first  concern  relating  to  the  measurement  of  fiscal 
capacities  was  also  rather  obvious.  Despite  the  fact  that  there  would 
be  a  more  comprehensive  treatment  of  resource  revenues,  this  change, 
when  combined  with  the  introduction  of  the  Ontario  standard,  would 

have  a  negative  effect  on  resource-related  equalization 
payments  because  Ontario  lacks  a  large-scale  natural 
resource  base  against  which  other  provinces’  taxing  capacities 
would  be  measured.  Federal  estimates  indicate  that  resource- 
related  equalization  payments  would  effectively  be  eliminated 
under  the  proposed  formula  for  1982-83.  In  contrast,  the  most 
recent  estimates  for  1981-82  under  the  present  formula 
indicate  that  resource  revenue  equalization  accounted  for 
close  to  30  per  cent  of  total  entitlements.  (Ibid.,  7) 

This  concern  related  as  much  to  the  standard  of  equalization  as  it  did 
to  the  definition  of  fiscal  capacities. 
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The  provinces’  second  response  in  this  connection  was  to  welcome 
the  extension  of  coverage  to  include  all  municipal  revenues  from 
taxation  but,  at  the  same  time,  to  point  out  that  this  still  excluded  a 
substantial  portion  of  local  government  revenues — those  arising  from 
sources  other  than  taxes. 

Disincentives  for  economic  development  in  equalization-receiving 
provinces 

The  development-disincentive  effects  of  the  RNAS  version  of 
equalization  would  be  greatly  magnified  under  an  Ontario  standard. 
This  is  so  for  three  reasons.  First,  100  per  cent  of  resource  revenues 
would  enter  the  formula,  compared  with  50  per  cent  under  the  RNAS 
approach.  Second,  because  Ontario’s  resource  base  is  not  that 
substantial,  many  of  the  recipient  provinces  would  be  'have’  provinces 
for  resource  revenues  unlike  the  case  with  the  previous  program 
where  the  comparison  was  to  the  national  average  tax  base.  The  third 
point,  related  to  the  second,  is  that  the  definition  of  tax  bases  for 
resources  would  become  correspondingly  more  important.  Consider 
mineral  revenues,  for  example:  a  problem  'arises  because  of  the 
allocation  of  the  tax  base  on  the  basis  of  a  value  added  calculation 
which  may  bear  no  relationship  to  the  economic  rent  generated  by  a 
province’s  mineral  industry’  (ibid.,  13).  Concern  about  this  problem 
did  not  begin  with  the  ROS  proposal.  It  was  argued  in  Chapter  5  that 
it  is  becoming  increasingly  important  when  defining  tax  bases  to  take 
into  account  the  differential  rent  potentials  associated  with  different 
deposits  of  oil,  gas,  and  minerals.  Under  the  ROS  scheme  (as  under 
the  RNAS),  'a  province  with  an  extremely  rich  mineral  resource  is 
assumed  to  have  the  same  capacity  to  collect  economic  rent  from  the 
resource  as  is  a  province  with  a  more  economically  marginal  mineral 
endowment’  (ibid.).  The  difficulty  would  be  compounded  under  the 
ROS  because  a  province  with  a  marginal  resource  deposit  could  well 
be  designated  as  a  'have’  province  for  this  source,  whereas  this  was 
less  likely  under  the  RNAS. 

Taken  together,  the  provinces’  concerns  implied  that  under  the 
ROS  it  would  be  possible  for  a  province  to  lose  substantially  more  in 
equalization  payments  than  it  collected  in  revenues  from  a  given 
resource  category.  Table  11.1,  which  presents  data  for  Newfound¬ 
land’s  mineral  operations  under  the  RNAS  and  ROS  formulas  and 
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TABLE  11.1 

Mineral  revenue  entitlements  under  the  ROS:  Newfoundland  1982-83  ($  million) 


RNAS 

ROS 

A. 

Mining  taxes  and  royalties 

+  17.5 

+  17.5 

B. 

Equalization 

-  10.4 

-17.5 

C. 

Equalization  assuming  that  Newfoundland 
shuts  down  its  mineral  sector 

+  31.5 

+  66.0 

D. 

Total  equalization  cost  of  earning  the  mining 
taxes  and  royalties  (C  -  B) 

+  41.9 

+  83.5 

E. 

Net  benefit  from  mineral  production  (A  -  D)a 

-24.4 

-66.0 

a  Excludes  other  benefits  (e.g.,  employment  income  and  the  resulting  tax  take) 

SOURCE:  Provincial  Finance  Ministers  and  Treasurers  (1981, 14). 


which  is  reproduced  from  the  provincial  finance  ministers’  report, 
illustrates  this  point  very  clearly.  (Note  that  the  figures  in  Table  11.1 
do  not  correspond  very  closely  with  those  given  in  the  next  chapter,  in 
part  because  the  latter  are  based  on  more  recent  data,  including 
substantially  revised  population  data.  This  need  not  concern  us  too 
much,  since  the  principle  addressed  in  Table  11.1  remains  intact.) 

The  first  row  of  the  table  presents  the  value  for  Newfoundland’s 
mineral  royalties  and  taxes.  Under  the  RNAS  program, 
Newfoundland  loses  $10.4  million  in  equalization  because  of  these 
revenues;  under  the  ROS,  $17.5  million.  The  larger  equalization  loss 
under  the  ROS  reflects  (a)  the  altered  standard,  (b)  the  fact  that  100 
per  cent  of  mineral  revenues  now  enter  the  formula,  and  (c)  some 
changes  in  the  definition  of  the  base.  If  Newfoundland  shuts  down  its 
production  entirely — -that  is,  if  it  never  developed  its  mineral  base  in 
the  first  place — it  receives  $31.5  million  in  equalization  under  the  old 
system  and  $66.0  million  under  the  Ontario  standard.  Overall,  the 
equalization  Newfoundland  forgoes  because  it  has  developed  this 
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resource  base  is  $41.9  million  under  the  RNAS  and  $83.5  million 
under  the  ROS.  Excluding  other  benefits  (such  as  employment  and 
income  taxes),  the  net  return  to  Newfoundland  of  collecting  $17.5 
million  in  royalties  and  taxes  from  minerals  is  -$24.4  million  under 
the  RNAS  scheme  and  -$66.0  under  the  Ontario  standard.  Under  the 
latter  standard,  in  other  words,  for  every  dollar  Newfoundland 
generates  from  taxation  on  its  mineral  resources  it  loses  close  to  five 
dollars  in  equalization.  The  provincial  report  concluded: 

While  there  can  be  no  objection  to  the  loss  of  a  certain  amount 
of  equalization  as  a  province  develops  its  own  economy,  the 
above  situation,  in  which  the  province  loses  close  to  five 
dollars  in  equalization  for  every  dollar  of  own  source  revenues 
which  it  collects,  is  clearly  inequitable.  In  fact,  it  would  seem 
logical  for  the  trade-off  of  resource  revenues  against 
equalization  to  be  substantially  less  than  100  per  cent  in  order 
to  provide  a  positive  incentive  for  development  and  in 
recognition  of  the  very  real  costs  to  provincial  governments  of 
providing  social  and  economic  infrastructure  in  remote 
communities  based  on  non-renewable  natural  resources. 
(Ibid.,  14) 

Again,  the  adoption  of  the  Ontario  standard  would  not  have  created 
the  problem  described  here — it  would  only  have  magnified  it.  The 
question  of  the  appropriate  definition  of  tax  bases  for  resources  of 
differing  rent  potential  and  the  issue  of  gross  versus  net  revenues 
were  highlighted  in  Chapter  5  as  serious  problems  associated  with  the 
RNAS  system.  To  anticipate  the  next  chapter  somewhat,  these 
problems  have  not  been  eliminated  under  the  RFPS  program,  but 
some  measures  have  been  taken  to  reduce  their  impact. 

The  GNP  cap 

Finally,  the  consensus  report  of  the  provinces  opposed  the  ROS 
provision  whereby  equalization  growth  would  be  limited  to  the  rate  of 
growth  of  GNP,  particularly  since  this  cap  was  expected  to  be  binding 
in  the  first  year  of  the  program’s  operation. 
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OTHER  ASPECTS  OF  THE  RENEGOTIATION  PROCESS 
The  Quebec  and  Saskatchewan  proposals 

Two  other  equalization  proposals  were  tabled  at  the  December  1981 
Federal-Provincial  Meeting  of  Finance  Ministers  and  Provincial 
Treasurers — those  submitted  by  Saskatchewan  and  Quebec.  Both 
proposals  were  highly  interesting  in  that  they  too  were  willing  to 
downplay  the  role  of  energy  revenue  in  the  equalization  formula.  The 
Saskatchewan  proposal  can  be  referred  to  as  RNAS-20 — that  is,  the 
RNAS  system  with  20  per  cent  of  resource  revenues  entering  the 
formula.  Even  though  this  20  per  cent  figure  for  resource  eligibility 
was  consistent  with  the  recommendations  of  both  of  the  task-force 
reports  discussed  in  the  preceding  chapter  (albeit  for  different 
theoretical  reasons),  the  Saskatchewan  proposal  did  not  make  use  of 
this  coincidence  of  views  to  buttress  its  position.  Rather,  it  appears 
that  the  proposal  was  geared  to  the  twofold  recognition  that  (a) 
restraint  was  the  order  of  the  day  and  therefore  equalization  from 
resources  needed  to  be  scaled  down  and  (b)  it  was  desirable  to  preserve 
the  RNAS  principle.  Quebec’s  proposal  was  far  more  detailed. 
However,  it  too  addressed  itself  to  devising  ways  in  which  the  impact 
of  resource  revenues  on  equalization  flows  could  be  lessened. 
Essentially,  it  argued  that  the  fiscal  capacity  deficiencies  and  excesses 
for  categories  such  as  energy  should  be  defined  not  in  terms  of  the 
tremendous  variations  in  these  resource  bases  but  rather  in  terms  of  a 
province’s  overall  fiscal  deficiencies  and  excesses  with  respect  to  the 
nonresource-revenue  tax  bases.  This  approach  made  the  Quebec 
proposal  resemble  a  macro  equalization  scheme  for  equalizing 
resource  revenues. 

The  detailed  elaboration  of  these  proposals  is  relegated  to  an 
appendix  to  this  chapter.  This  is  not  done  to  downplay  these 
proposals,  one  of  which,  Saskatchewan’s  RNAS-20,  remains  a  viable 
option  for  the  1987  arrangements.  However,  given  the  very 
complicated  nature  of  the  proposals  (particularly  the  Quebec 
proposal),  a  detailed  evaluation  would  be  too  disruptive  to  the  flow  of 
this  chapter. 
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New  population  figures 

In  early  1982  a  new  feature  entered  the  equalization  picture.  The 
1981  census  figures  for  provincial  populations  were  released.  The  new 
figures  for  five  of  the  recipient  provinces  (Manitoba  and  the  four 
Atlantic  Provinces)  were  considerably  lower  than  those  that  had  been 
used  for  interim  calculations  of  equalization  for  fiscal  years  1980-81 
and  1981-82.  As  a  result,  'over-equalization’  had  occurred  and 
collectively  these  provinces  owed  the  federal  government  an 
estimated  $217  million.  Thus,  the  existing  concerns  surrounding  the 
process  of  renegotiating  the  equaliza-tion  formula  were  magnified  for 
these  five  provinces. 

The  February  1982  First  Ministers'  Conference 

The  ill-fated  First  Ministers’  Conference  in  February  1982  was  the 
last  opportunity  for  real  debate  over  the  new  fiscal  arrangements, 
which  were  slated  to  take  effect  as  of  1  April  1982.  The  richer 
provinces’  (British  Columbia,  Alberta,  Ontario)  concern  centred  on 
Ottawa’s  proposal  to  remove  an  amount  of  cash,  equal  to  the 
compensation  for  the  revenue  guarantee,  from  the  financing  of  the 
established  programs  (see  Chapter  2  for  more  detail).  For  the 
remainder  of  the  provinces,  equalization  too  was  a  matter  of  major 
concern.  As  an  'observer’  at  this  conference,  my  impression  was  that 
Ottawa  skilfully  played  off  the  'have-not’  provinces  against  the  'have’ 
provinces  and  that  its  instrument  in  all  of  this  was  the  set  of 
modifications  it  introduced  to  its  original  equalization 
proposal — modifications  that  converted  the  Ontario  standard  into  the 
representative  five-province  standard.  For  example,  at  one  point  in 
the  conference  there  appeared  to  be  an  agreement  among  high- 
ranking  officials  from  all  provinces  to  allow  the  existing  set  of  fiscal 
arrangements  to  grow  at  12  per  cent  for  fiscal  year  1982-83,  making 
time  for  further  studies  and  negotiations  with  respect  to  both 
equalization  and  established  program  financing  (EPF).  This 
consensus  evaporated  when  several  of  the  provinces  did  a  bit  of  back- 
of-the-envelope  calculating  and  found  that  what  they  would  lose  from 
EPF  as  a  result  of  Ottawa’s  proposals  would  be  more  than  made  up  by 
gains  from  the  RPFS,  particularly  in  light  of  Ottawa’s  new  provision 
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'forgiving'  the  population-related  overpayments  and  removing  the 
GNP  cap  for  fiscal  year  1982-83  (see  below).  The  general  point  is 
simply  that  the  whole  process  of  renegotiating  these  fiscal 
arrangements  awaits  the  pen  of  an  enterprising  political  scientist. 
Some  of  the  issues  involved  have  been  touched  upon  briefly  in  this 
study  (and  Table  2.5  above  contains  a  chronology  of  events  leading  up 
to  the  new  arrangements),  but  this  is  hardly  a  substitute  for  a  more 
comprehensive  treatment  of  the  process.4 

Now  that  the  transition  from  the  Ontario  standard  to  the 
representative  five-province  standard  has  been  sketched  briefly,  it  is 
time  to  focus  on  the  specific  provisions  of  Canada’s  new  equalization 
formula. 

THE  REPRESENTATIVE  FIVE-PROVINCE  STANDARD 

The  new  provisions  are  outlined  below,  interspersed  with  a  few 
comments.  Detailed  analysis  will  be  undertaken  later. 

The  new  standard 

The  key  feature  of  the  representative  five-province  standard  is,  of 
course,  the  new  standard.  A  province’s  revenues  from  each  revenue 
source  are  raised  to  the  level  obtained  by  applying  the  national 
average  tax  rate  to  the  average  per  capita  base  of  the  five  provinces 
considered  to  be  representative  of  all  provinces.  These  five  are 
Ontario,  Quebec,  British  Columbia,  Saskatchewan,  and  Manitoba. 

Ottawa’s  stated  rationale  for  this  change  makes  reference  to 
provincial  concerns: 

Provinces  had  expressed  concern  about  the  initial  proposal 
because,  in  their  view,  no  single  province  can  be  sufficiently 
representative  of  the  10  to  constitute  a  standard,  and 
equalization  levels  could  become  unstable  over  time  if  they 
depended  upon  economic  developments  in  only  one  province. 
Provinces  were  also  concerned  that  such  a  formula  would 
result  in  an  undesirable  treatment  of  natural  resource 
revenues  because  of  the  relatively  small  natural  resource  base 
of  Ontario.  The  federal  government  has  consequently  agreed 
to  put  into  the  bill  provisions  for  the  more  broadly-based 
standard.  (MacEachen  1982,  2) 
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While  this  statement  is  cast  in  terms  of  why  the  federal  government 


backed  off  from  the  ROS  and  adopted  the  RFPS,  Ottawa  was  also  able 
to  adopt  a  more  positive  approach  to  the  Five-province  standard: 

The  standard  provinces  could  consist  of  British  Columbia, 
Saskatchewan,  Ontario,  Quebec,  and  Manitoba.  These 
provinces  constitute  a  type  of  median’  of  the  ten  provinces  in 
terms  of  their  fiscal  capacity.  They  exclude  Alberta  at  the  top 
and  the  four  Atlantic  provinces  at  the  bottom.  The  two 
exclusions  would  be  closely  balanced  since  Alberta  is  expected 
to  account  for  9.20  per  cent  of  total  provincial  population  in 
the  1981  census,  while  the  four  Atlantic  provinces  would 
account  for  9.22  per  cent.  (Department  of  Finance  1982b,  3) 

The  expression  for  RFPS  equalization  for  each  revenue  source  is  as 
follows:5 


Equalization 

per 

capita 


national 
average 
tax  rate 


Revenue  coverage 

Under  the  RFPS,  revenue  coverage  is  even  more  comprehensive  than 
it  would  have  been  under  the  Ontario  standard.  Specifically,  Ottawa 
acceded  to  the  provincial  requests  and  added  a  revenue  source  relating 
to  municipal  revenues  from  the  sale  of  goods  and  services.  Thus,  two 
new  revenue  sources  have  been  added  to  those  covered  under  the 
RNAS — property  taxes  relating  to  local  use  (which  means  that  now 
all  property  taxes  enter  the  formula)  and  municipal  revenues  from  the 
sale  of  goods  and  services.  In  addition,  two  new  categories  have  been 
created  by  splitting  up  existing  revenue  categories — potash  revenues 
have  been  split  off  from  the  former  mineral  resource  category  and 
capital  taxes  have  been  separated  out  from  business  income  revenues. 
Finally,  several  revenue  categories  have  been  reorganized,  as  it  were. 
The  most  important  of  these  reorganizations  relates  to  the  overall 
treatment  of  oil  and  gas  revenues:  the  new  classification  assigns  them 
to  categories  such  as  conventional  old  oil  revenues,  conventional  new 
oil  revenues,  heavy  oil  revenues,  and  mined  oil  revenues.  As  I  put  this 
chapter  into  its  final  form — that  is,  nearly  into  the  third  year  of  the 
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RFPS  program — data  for  these  new  oil  and  gas  categories  are  only 
just  being  released.  Consequently,  the  equalization  estimates  in  the 
following  chapter  will,  of  necessity,  make  use  of  the  existing 
classification  of  energy  royalties. 

Minimum  level  of  payments 

The  RFPS  system  contains  an  entirely  new  provision  guaranteeing 
equalization-receiving  provinces  a  minimum  level  of  payments 
beginning  in  fiscal  year  1983-84.  Under  the  provisions  of  this  'floor’, 
provinces  whose  capacity  to  raise  revenue  is  70  per  cent  or  less  of  the 
national  average  will  never  receive  less  than  95  per  cent  of  their 
entitlement  for  the  preceding  year.  For  provinces  whose  capacity  to 
raise  revenue  is  between  70  per  cent  and  75  per  cent  of  the  national 
average,  the  floor  is  90  per  cent.  For  receiving  provinces  with  fiscal 
capacity  above  75  per  cent  of  the  national  average,  the  floor  is  85  per 
cent.  Ottawa  gives  no  particular  rationale  for  this  new  feature  other 
than  that  it  and  the  transitional  guarantees  outlined  below  are 
'designed  to  allay  other  concerns  expressed  by  the  provinces’ 
(MacEachen  1982,  3).  Obviously,  however,  this  provision  will  protect 
a  province  from  abrupt  drops  in  payments  resulting  from  altered 
economic  circumstances.  It  may  well  be  that  it  is  also  designed  to 
mitigate  the  very -negative  equalization  implications  that  can  arise 
from  a  province’s  attempts  to  develop  its  resource  base. 

GNP  ceiling 

The  GNP  ceiling,  proposed  under  the  Ontario  standard,  will  not  come 
into  force  under  the  RFPS  until  fiscal  year  1983-84.  Moreover,  the 
ceiling  is  designed  to  apply  not  on  a  year-to-year  basis,  but  rather  on  a 
cumulative  basis  with  respect  to  overall  GNP  growth  from  the 
calendar  year  ending  on  31  December  1982  to  the  calendar  year 
ending  in  the  fiscal  year  in  question.  For  example,  suppose  that  the 
RFPS  formula  for  1984-85  generates  general  payments  that  represent 
a  rate  of  growth  of  equalization  as  measured  from  fiscal  year  1981-82 
that  exceeds  the  rate  of  growth  of  GNP  over  the  corresponding  three- 
year  calendar  period.  In  this  case  equalization  for  all  provinces  will  be 
scaled  down  so  as  not  to  exceed  the  GNP  growth  rate.  Thus,  the 
provision  that  the  ceiling  will  not  be  binding  in  1982-83  does  not 
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eliminate  this  fiscal  year  from  calculations  for  future  years  relating  to 
this  GNP  cap. 

Ottawa  notes  that  the  original  proposal  (in  the  1981  budget)  to 
apply  the  ceiling  to  1982-83  was  'altered’  following  representations 
from  the  provinces.  If  this  provision  does  become  binding,  one  can 
expect  representations  from  those  recipient  provinces  whose  rates  of 
increase  in  equalization  are  less  than  the  rate  of  increase  in  total 
equalization.  In  other  words,  they  will  likely  request  that  the 
provision  be  applied  on  a  province-by-province  basis  rather  than  with 
respect  to  total  equalization  flows.- 

At  this  juncture,  it  is  appropriate  to  note  that  the  projections  for 
equalization  flows  that  were  available  when  the  RFPS  program  was 
first  proposed  (in  early  1982)  were  way  on  the  high  side.  This  was  so 
because  the  forecasts  did  not  anticipate  the  severity  of  the  recent 
recession.  There  is  little  danger  that  the  GNP  cap  will  become 
binding  until  well  into  the  1982-87  arrangements. 

Transitional  arrangements 

Under  the  so-called  'transitional  arrangements’  associated  with  the 
RFPS,  any  province  entitled  to  equalization  in  1981-82  will  be 
guaranteed  a  minimum  payment  during  a  three-year  transitional 
period  beginning  with  fiscal  year  1982-83.  The  details  of  this 
transitional  provision  are  as  follows.  Take  the  level  of  equalization  in 
1981-82  and  add  to  it  the  annual  average  change  (a  dollar  Figure,  not  a 
percentage)  over  the  five  years  of  the  1977-78  to  1981-82  fiscal 
arrangements.  This  is  the  minimum  level  of  equalization  for  1982-83. 
For  1983-84  the  minimum  equals  the  1981-82  level  plus  five-thirds  of 
the  value  of  the  annual  change  over  the  previous  Fiscal  arrangements. 
For  the  last  year  of  the  three-year  transitional  period,  the  minimum 
support  level  will  be  the  1981-82  payments  plus  twice  the  annual 
average  increment  over  the  1977-82  arrangements. 

This  provision  will  be  of  particular  value  to  Manitoba,  the  only 
province  whose  equalization  flows  were,  on  the  basis  of  1982  data, 
expected  to  fall  as  a  result  of  the  introduction  of  the  RFPS  formula. 
More  recent  estimates  indicate  that  Quebec’s  RFPS  formula¬ 
generated  payments  for  1982-83  will  also  be  lower  than  the  province’s 
1981-82  payments,  so  Quebec  too  will  receive  transitional  payments. 
These  payments  will  also  go  to  any  province  whose  payments  rise  but 
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not  by  as  much  as  this  minimum  guaranteed  level.  The  new  most 
recent  equalization  estimates  indicate  that  all  of  the  four  remaining 
recipient  provinces  except  Newfoundland  will  also  qualify  for  these 
transitional  payments.  In  general,  this  provision  exemplifies  one  of 
the  cardinal  principles  of  policy  change  in  the  federal-provincial 
arena:  no  province  can  be  made  worse  off  by  the  introduction  of  a  new 
program.  It  is  a  safe  bet  that  if,  after  the  three  years,  Manitoba’s 
formula-derived  flows  still  show  a  decline  from  the  previous  year,  this 
provision  will  be  extended. 

Population-adjustment  recovery  payments 

The  new  equalization  package  also  authorizes  special  payments  to  five 
provinces  to  offset  certain  amounts  they  owe  the  federal  government 
for  overpayment  of  equalization  for  the  1980-81  and  1981-82  fiscal 
years.  The  estimated  value  of  these  overpayment  payments  is  $217 
million. 

As  was  noted  above,  the  overpayments  occurred  because  the 
population  figures  used  in  calculating  interim  payments  for  certain 
provinces  for  these  years  were  higher  than  the  newer  census-adjusted 
figures.  The  benefits  involved  were  originally  estimated  at  $68 
million  for  Newfoundland,  $8  million  for  Prince  Edward  Island,  $49 
million  for  Nova  Scotia,  $61  million  for  New  Brunswick,  and  $31 
million  for  Manitoba. 

In  principle,  there  is  no  justification  whatever  for  these  outright 
gifts  to  the  five  provinces.  It  is  possible  to  explain  them  in  political 
terms,  however.  I  mentioned  earlier  that  Ottawa  was  able  to  play  off 
the  equalization-recipient  provinces  against  the  others  by  making 
concessions  to  the  former  in  the  overall  fiscal  arrangements  package. 
Quite  apart  from  the  other  concessions  in  the  RFPS,  the  special 
payments  more  than  offset  the  established  programs  financing  losses 
for  1982-83  for  most  of  the  recipient  provinces. 

CONCLUSION 

This  chapter  has  described  the  transition  from  the  original  federal 
proposal  contained  in  the  November  1981  federal  budget  to  the 
adoption  of  the  version  of  equalization  that  will  apply  for  the  1982-83 
to  1986-87  period.  The  following  chapter  presents  in  considerable 
detail  the  workings  of  the  new  RFPS  system  and  in  the  process 
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compares  it  with  the  Ontario  standard  on  the  one  hand  and  a 
continuation  of  the  RNAS  approach  on  the  other. 


NOTES 

1  It  should  be  noted  that  Ontario  went  further  than  this.  The  province  argued  that 
there  was  a  need  to  revise  the  nature  of  the  program’s  funding  and  in  particular  to 
ensure  that  the  energy-rich  provinces  contributed  a  larger  share  of  the  program’s 
costs.  This  aspect  of  the  Ontario  position  was  deleted  from  the  federal  budget  paper. 

2  These  two  quotations  provide  rather  strong  evidence  for  the  suggestion  in  Chapter  3 
that,  on  political  grounds,  it  is  difficult  to  conceive  of  an  equalization  program  under 
which  Ontario  would  be  a  beneficiary.  If  on  efficiency  grounds  Ontario  would  merit 
equalization,  this  strengthens  the  case  for  rallying  support  around  the  concept  of  an 
interprovincial  rent-sharing  pool,  which  is  rather  more  neutral  in  its  very 
phraseology  about  who  ought  to  be  net  beneficiaries  and  contributors. 

3  More  formally, 
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-  =  the  tax  base  per  capita  for  Ontario  (subscript  o  refers  to  Ontario). 
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The  remaining  variables  are  defined  in  the  appropriate  notes  to  Chapter  4. 

4  The  1982  Ontario  budget  contains  a  strongly  worded  background  paper  that  would 
provide  valuable  material  for  such  a  venture.  See  Ontario  (1982). 

5  In  notational  terms,  this  can  be  written  as  follows: 
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where  Bpppgj  IPpppg  equals  the  base  per  capita  for  revenue  source  j  for  the  five 
provinces  constituting  the  new  standard. 
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THE  SASKATCHEWAN  PROPOSAL 

Saskatchewan  tabled  an  equalization  proposal  at  the  14  December 
1981  Federal-Provincial  Meeting  of  Finance  Ministers  and  Provincial 
Treasurers.  The  proposal  very  quickly  came  to  be  referred  to  as  RTS- 
20,  although  in  keeping  with  the  notation  followed  in  this  study,  I 
shall  call  it  RNAS-20.  This  is  an  accurate  shorthand  description  of  the 
proposal,  which  argues  for  the  maintenance  of  the  RNAS  system, 
including  equalization  to  the  national  average  level,  and  the 
equalization  of  resource  revenues  at  a  20  per  cent  rate.  The  perceptive 
reader  will  note  that  this  proposal  is  fairly  close  to  the  one  proffered  by 
the  Parliamentary  Task  Force.  Presumably  Saskatchewan’s  rationale 
for  only  20  per  cent  equalization  of  resource  revenues  parallels  the 
arguments  of  the  Task  Force. 

The  version  of  the  Saskatchewan  proposal  presented  to  the 
December  meeting  and  also  circulated  at  the  First  Ministers 
Conference  in  February  1982  is  very  concise.  Hence,  it  is  reproduced 
below  exactly  as  it  was  circulated  (Saskatchewan  1981). 

BACKGROUND 

—  In  the  November  1981  federal  Budget,  the  Government  of 
Canada  presented  its  proposal  for  a  formula  to  determine 
Fiscal  equalization  payments  for  the  period  commencing  on 
April  1,  1982. 

—  The  federal  proposal  has  two  critical  features  which  should 
not  be  taken  lightly: 
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1  The  standard  of  equalization  is  set  with  reference  to  the 
Province  of  Ontario;  and 

2  A  cap  is  placed  on  equalization  payments  such  that  they 
will  not  grow  more  rapidly  than  GNP. 

—  Saskatchewan  has  a  number  of  concerns  with  these 
features: 

1  A  single  province  should  not  be  used  as  the  standard  for  a 
national  program; 

2  The  Ontario  standard  results  in  a  number  of  disincentives 
that  could  be  imposed  on  resource  development  in  have-not 
provinces;  and 

3  The  GNP  cap  may  prevent  have-not  provinces  from  ever 
reaching  the  Ontario  standard. 

Saskatchewan  has  constructed  a  formula  that  corrects  a 
number  of  the  weaknesses  associated  with  both  the  current 
formula  and  the  federal  government’s  proposal. 

THE  REPRESENTATIVE  TAX  SYSTEM 

—  Although  the  federal  proposal  retains  the  use  of  the 
representative  tax  system  to  measure  the  fiscal  capacity  of 
provinces,  little  mention  has  been  made  of  technical 
adjustments  to  the  system  which  are  required  to  improve  the 
measurement  of  the  revenue  raising  ability  of  a  province. 

1  The  introduction  of  new  revenue  sources 

New  revenue  sources  should  be  established  in  a  number  of 
areas  including  the  following: 

—  alcoholic  beverage  sales  tax 

—  potash 

—  NORP  (new  oil  reference  price)  oil 

—  non-conventional  oil  (i.e.  tar  sands  and  tertiary  oil) 

—  corporate  capital  tax 

—  municipal  property  tax 

—  miscellaneous  municipal  own-source  revenues 

2  Modifications  to  current  tax  bases 

Each  and  every  tax  base  must  be  examined  to  determine  if 
modifications  are  required.  For  example,  senior  citizens 
should  no  longer  be  included  in  the  tax  base  for  hospital  and 
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medical  care  insurance  premiums,  the  tax  base  for  property 
taxes  should  be  reviewed  in  light  of  new  data  sources,  survey 
year  data  should  be  updated,  etc. 

3  Modification  to  revenues  to  be  equalized 

The  current  practice  of  deducting  credits,  rebates  and 
reductions  from  certain  revenue  sources  should  be  re¬ 
examined  in  terms  of  allocating  these  deductions  among 
appropriate  revenue  sources.  In  addition,  the  treatment  of  tax 
expenditures  compared  to  direct  expenditures  fulfilling  the 
same  function  should  be  examined. 

THE  SASKATCHEWAN  PROPOSAL 

A  number  of  necessary  technical  adjustments  have  been  made 
to  various  revenue  sources  in  the  representative  tax  system 
under  the  Saskatchewan  proposal: 

1  The  introduction  of  a  potash  revenue  source; 

2  Redefining  the  tax  bases  for  miscellaneous  provincial  taxes 
and  revenues,  school  property  taxes  and  municipal  property 
taxes; 

3  The  introduction  of  miscellaneous  municipal  own-source 
revenues  (other  than  property  taxes)  into  the  formula;  and 

4  Allocating  shared  oil  export  charge  revenues  between  the 
Crown  oil  and  freehold  oil  revenue  sources. 

The  Saskatchewan  proposal  and  its  basic  structure  is  as 
follows: 

1  The  representative  tax  system  with  a  national  average 
standard  is  used  to  determine  equalization  entitlements  and 
resource  revenues  are  equalized  at  20  per  cent  of  their  value. 

2  The  Saskatchewan  formula  retains  the  sensitivity  of  the 
representative  tax  system,  ensures  that  resource  revenues 
continue  to  play  an  important  role  in  the  formula  and  removes 
many  of  the  disincentives  associated  with  resource 
development  in  the  have-not  provinces  under  the  federal 
proposal. 
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CONCLUSION 

The  Saskatchewan  formula  is  a  realistic  proposal  more  in 
keeping  with  the  national  character  of  the  equalization 
formula  than  the  federal  government’s  proposal: 

1  The  overall  federal  outlays  are  within  an  acceptable  range; 

2  The  distribution  of  payments  to  provinces  ensure  that  they 
are  able  to  provide  a  reasonably  comparable  level  of  basic 
services,  without  resorting  to  unduly  burdensome  levels  of 
taxation; 

3  The  formula  excludes  Ontario  from  receiving  equalization 
without  the  use  of  arbitrary  rules;  and 

4  Saskatchewan’s  position  as  a  province  close  to  the  national 
average  is  a  realistic  portrayal  of  the  relative  economic 
position  of  the  Saskatchewan  economy. 


Remarks 

There  is  no  real  need  to  comment  in  any  detail  on  this  proposal 
because  its  focus  and  results  should  be  understandable  to  anyone  who 
has  worked  his  way  through  this  study  to  this  point.  I  might  note  that 
the  figures  accompanying  Saskatchewan’s  proposal  and  reproduced  in 
Table  11A.1  do  not  correspond  with  the  numbers  in  the  next  chapter; 
the  latter  are  based  on  newer  estimates  of  bases,  revenues,  and 
population. 

It  is  of  interest  to  note  that  under  this  proposal  Saskatchewan  is  a 
recipient  province,  whereas  under  the  Ontario  standard  or  the  RFPS  it 
is  classified  as  a  'rich’  province.  There  are  essentially  two  reasons  for 
this.  First,  equalizing  resources  at  20  per  cent  of  their  value  favours 
Saskatchewan  relative  to  its  position  uis-a-uis  the  ROS  or  RFFS 
formulas.  Second,  and  far  more  important,  the  Saskatchewan 
proposal  recommends  that  the  revenues  for  the  shared  oil  export 
charge  (revenue  category  30  in  the  tables  in  Chapter  4)  be  allocated 
between  Crown  oil  and  freehold  oil  revenue  sources.  This  feature 
merits  further  comment.  The  merging  of  revenue  categories  will  not 
alter  equalization  flows  provided  that  one  transfers  tax  bases  as  well. 
However,  implicit  in  the  Saskatchewan  proposal  is  a  transfer  of 
revenue  to  existing  categories  without  a  transfer  of  an  equivalent  tax 
base.  The  reason  why  this  arises  is  as  follows.  The  shared  oil  export 
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TABLE  11A.1 

1982-83  provincial  entitlements  under  various  equalization  formulas  ($  millions) 


RNAS 

formula 

Ontario 

standard 

Saskatchewan 

proposal 

Newfoundland 

551.0 

554.3 

622.3 

Prince  Edward  Island 

124.0 

127.9 

130.2 

Nova  Scotia 

626.0 

632.8 

648.4 

New'  Brunswick 

528.7 

533.2 

560.8 

Quebec 

2,745.7 

2,430.8 

2,449.3 

Ontario 

— 

0.0 

-209.4 

Manitoba 

480.1 

385.4 

394.0 

Saskatchewan 

-138.9 

-770.7 

85.2 

Alberta 

-5,022.6 

-9,751.8 

-3,760.9 

British  Columbia 

-822.2 

-1,528.5 

-919.9 

Recipient  provinces 

5,055.5 

4,664.4 

4,890.1 

SOURCE:  Saskatchewan  ( 1981 ). 


charge  is  a  new  category  of  equalization  that  was  introduced  in  1981. 
Its  base  is  the  actual  revenues  transferred  back  to  the  provinces.  As 
was  noted  in  Chapter  4,  Saskatchewan  has  70  per  cent  of  this  tax  base. 
The  Saskatchewan  proposal  is  to  allocate  these  revenues  to  existing 
categories  in  the  proportion  to  which  they  arise  from  either  freehold  or 
Crown  oil  revenue  sources.  There  is  no  attempt  to  adjust  the  tax  bases 
for  freehold  or  Crown  oil  because  they  already  incorporate  all 
production  from  these  sources  (including  that  portion  that  eventually 
ends  up  in  export  markets).  It  seems  clear  to  me  that  the 
Saskatchewan  position  is  correct  in  principle,  since  production  of  this 
exported  oil  is  already  recorded  in  other  categories.  Presumably  the 
federal  side  of  the  story  is  that  the  potential  rents  available  from  a 
barrel  of  oil  sold  in  the  domestic  market  are  considerably  less  than  the 
rents  from  a  barrel  sold  in  the  U.S.  market.  Hence,  the  separate 
designation  is  warranted. 
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THE  QUEBEC  PROPOSAL 

The  Quebec  proposal  is  far  more  innovative  and  far  more  detailed 
than  the  Saskatchewan  proposal.  Moreover,  the  original  document 
runs  to  nearly  fifty  pages  so  it  cannot  be  reproduced  in  its  entirety  (see 
Quebec  1982).  What  follows  is  my  interpretation  of  the  proposal. 

The  starting  point  of  the  Quebec  proposal  is  a  segregation  of  the 
existing  revenue  sources  into  three  categories,  Rl,  R2,  and  R3.  These 
categories  are  as  follows: 

Rl  -  Revenues  derived  from  taxation: 

1  Personal  income  tax 

2  Hospital  insurance  premiums 

3  Death  duties  and  gift  taxes 

4  Corporation  income  tax 

5  Corporation  capital  tax 

6  Taxes  on  insurance  premiums 

7  Payroll  taxes 

8  General  sales  taxes 

9  Taxes  on  tobacco 

10  Taxes  on  gasoline 

11  Taxes  on  diesel  fuel 

12  Revenues  from  the  sale  of  spirits 

13  Revenues  from  the  sale  of  wine 

14  Revenues  from  the  sale  of  beer 

R2  -  Revenues  derived  from  fees  charged  for  goods  and  public  services, 
from  property  taxes,  and  from  miscellaneous  sources: 

1  Duties  and  licences  for  motor  vehicles 

2  Taxes  on 'pari  mutuel’ 

3  Lottery  taxes 

4  Other  duties  and  licences  or  miscellaneous  taxes 

5  Sales  of  goods  and  services 

6  School  property  taxes 

7  Property  taxes  and  other  municipal  revenues 

R3  -  Revenues  derived  from  natural  resources: 

1  Forestry  resources 
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2  Mining  resources 

3  Hydraulic  resources 

4  Oil  resources 

5  Gas  resources 

6  Sale  of  Crown  lands 

7  Remittances  from  provincially  owned  corporations 

These  categories  include  all  of  the  tax  bases  included  in  the  RFPS 
approach,  but  the  bases  are  classified  differently.  For  example,  oil  and 
gas  revenues  comprise  only  two  categories  in  the  Quebec  scheme.  On 
the  other  hand,  the  second  tax  base  from  Chapter  4  (business  income 
revenue)  is  broken  down  into  two  categories — corporation  income  tax, 
which  is  category  4  of  Rl,  and  remittances  from  provincially  owned 
corporations,  which  is  category  7  of  R3. 

Quebec’s  rationale  for  this  threefold  breakdown  of  tax  bases  is  as 
follows.  Rl  includes  all  of  those  tax  sources  for  which  the  tax  bases 
are  obvious  and  easily  identifiable.  The  R3  categories  relate 
essentially  to  resource  revenues.  The  revenue  sources  in  R2  do  not,  in 
Quebec’s  view,  have  an  easily  identifiable  tax  base.  Under  the  RNAS 
equalization  formula,  the  definition  of  the  tax  base  for  some  of  these 
sources  (e.g.,  lottery  taxes)  was  personal  income — clearly  a  much  less 
precise  definition  than  those  applicable  to  the  bases  in  Rl  (e.g.,  for 
revenues  from  sales  of  beer  the  base  is  the  volume  of  beer  sold).  For 
another  source,  property  taxes,  a  definable  tax  base  does  exist  in 
principle.  In  practice,  however,  property  evaluation  procedures  vary 
so  much  from  province  to  province  that  Quebec  can  reasonably  argue 
that  property  taxes  belong  in  R2.  One  can  quibble  about  where  to 
draw  the  line,  but  in  general  the  Quebec  approach  to  classifying 
revenue  sources  is  rather  persuasive. 

The  treatment  of  Rl  sources 

For  the  Rl  revenues,  the  equalization  program  would  operate  exactly 
as  it  did  under  the  RNAS  version.  One  would  calculate  fiscal  excesses 
and  deficiencies  and  these  would  be  multiplied  by  the  total  revenues  of 
the  provinces.  In  the  notation  of  the  Quebec  proposal: 


dlA.l) 
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where 


ERl 

i 

D 

ij 
Rl  . 

J 


equalization  entitlements  for  Rl  sources  for  province  i, 
fiscal  deficiency  for  province  i  for  revenue  source  j,  and 
total  revenues  to  be  equalized  for  revenue  source  j. 


To  repeat,  for  these  14  revenue  sources  the  Quebec  proposal  mirrors 
the  old  RNAS  approach,  which  equalizes  revenues  to  the  national- 
average  level.  The  D^s  are  the  difference  between  population  shares 
and  tax-base  shares  as  in  the  RNAS  formula. 


The  treatment  ofR2  sources 

For  the  revenue  categories  in  R2  the  Quebec  proposal  suggests  the 
following  approach: 

—  treat  the  revenues  collected  from  these  sources  as  a  single 
aggregate ; 

—  calculate  fiscal  deficiencies  for  each  province  in  terms  of  the  average 
fiscal  deficiency  for  the  Rl  sources. 

In  notational  terms,  this  can  be  expressed  as: 

ER2t  =  DtR2  (11A.2) 

where 


ER2  •  =  equalization  entitlements  from  the  R2  category  for  province  i , 

=  the  average  fiscal  deficiency  for  the  Rl  categories  for  province  i,  and 
R2  =  total  provincial  revenues  from  the  R2  revenue  sources. 

The  treatment  ofR3  sources 

Here  the  Quebec  proposal  gets  very  complicated.  The  first  step  in  the 
calculation  procedure  is  to  divide  total  natural  resource  revenues  into 
two  exhaustive  categories,  which  I  shall  call  basic  natural  resource 
revenues  and  surplus  natural  resource  revenues.  To  calculate  basic 
natural  resource  revenues  for  each  province  one  takes  the  smaller  of 
the  following  two  amounts: 
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—  actual  natural  resource  revenues  or 

—  the  province’s  population  share  of  total  (all-province)  natural 
resource  revenues. 

In  the  calculations  in  the  Quebec  proposal,  basic  natural  resource 
revenues  are  identical  with  the  actual  revenues  for  seven  of  the 
provinces  (all  except  Saskatchewan,  Alberta,  and  British  Columbia) 
since  these  revenues  represent  an  amount  that  is  smaller  than  these 
provinces’  population  shares  of  total  revenues.  For  the  remaining 
three  provinces,  basic  revenues  are  set  equal  to  these  provinces’ 
population  shares  of  total  resource  revenues. 

Surplus  revenues  are  then  calculated  as  any  resource  revenues 
above  basic  revenues.  Obviously,  there  are  only  surplus  revenues  in 
the  three  provinces  whose  basic  revenues  are  restricted  by  the 
population-share  calculation.  Following  these  procedures  for  1981-82, 
the  resource  revenues  of  roughly  $7  billion  break  down  as  follows: 
about  $2  billion  go  to  basic  revenues  and  $5  billion  to  surplus 
revenues. 

Equalization  arising  from  natural  resources  is  the  sum  of  three 
components: 


ER3 


equalization 
from  basic 
natural  resource 
revenues 


eq  uahzation 
+  from  surplus 

natural  resource 
revenues 


surplus 

natural  (11A.3) 

resource 

revenues 


or 

ER3  =  EBNRR  +  ESNRR 


SNRR. 


EBNRR 

The  equalization  formula  for  basic  natural  resource  revenues  (BNRR) 
is: 


/  population 

EBNRRi  =  |  share  of 

\  province  i 


province  i’s  \ 
share  of  ] 
total  BNRR  J 


BNRR.  (11A.4) 
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In  other  words,  each  province’s  revenues  is  brought  up  to  its 
population  share  of  basic  natural  resource  revenues.  (Note  that  this  is 
not  the  same  as  bringing  a  province’s  revenues  up  to  its  population 
share  of  total  resource  revenues,  since  basic  resource  revenues  amount 
to  only  $2  billion  of  the  $7  billion  total.) 

ESNRR 

The  equalization  formula  for  the  surplus  natural  resource  revenues 
(SNRR) — which,  as  noted  above,  make  up  the  bulk  of  total  resource 
revenues — is  the  same  as  the  formula  for  R2  revenues,  namely: 


ESNRR i  =  Di  ■  SNRR,  (11A.5) 

where  IT  is  the  average  fiscal  deficiency  for  province  i  over  the  R1 
categories  of  equalization. 

SNRR 

The  final  component  of  ER3  is  SNRR  itself.  Quebec  proposes  that  it  be 
subtracted  from  the  sum  of  EBNRR  and  ESNRR.  The  purpose  of  this 
is  to  ensure  that  provinces  with  substantial  resource  revenues  do  not 
end  up  at  the  receiving  end  of  equalization.  For  example,  it  is  quite 
possible  for  a  resource-rich  province  to  have  an  overall  fiscal 
deficiency  for  the  R1  categories.  Indeed,  Saskatchewan  falls  in  this 
category.  Thus  it  will  receive  positive  equalization  from  ESNRR, 
where  the  bulk  of  the  resource  revenues  are  in  fact  equalized.  By 
subtracting  the  surplus,  the  formula  ensures  that  a  province  can  get 
equalization  only  if  the  sum  of  its  entitlements  from  the  rest  of  the 
formula  exceeds  its  resource  surplus.  As  a  matter  of  interest,  this 
provision  is  quite  similar  to  the  one  in  the  1964-65  equalization 
program  whereby  provinces  with  resource  revenues  greater  than  the 
national  average  level  could  receive  equalization  only  if  their 
equalization  entitlements  exceeded  50  per  cent  of  their  excess 
resource  revenues  (see  Table  2.3  above  and  the  surrounding  text). 

Comments  on  R3 

First  of  all,  note  that  the  tax  base  for  R3  is  revenues  collected  and  not 
any  physical  definition  of  output.  Quebec’s  reasoning  is  as  follows: 
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The  level  of  activity  in  the  primary  sector  of  a  province  is  not 
necessarily  representative  of  the  fiscal  capacity  of  a 
government  to  raise  revenues  from  its  natural  resources. 
Rather,  it  is  the  economic  rent  associated  with  natural 
resources  that  represents  the  real  fiscal  capacity  related  to 
this  kind  of  activity.  How  can  fiscal  capacity  be  compared 
between  a  potash  mine  in  Saskatchewan  and  a  copper  mine  in 
Quebec,  between  oil  gushing  from  a  traditional  type  well  in 
Alberta  and  oil  that  has  yet  to  flow  from  off-shore  rigs  in 
Newfoundland,  between  a  kilowatt-hour  generated  by  the 
Beauharnois  hydroelectric  dam  and  one  from  the  James  Bay 
dam?  Furthermore,  following  an  agreement  allowing  the 
federal  government  to  obtain  a  major  part  of  natural  resource 
rents,  such  as  the  one  concluded  between  Ottawa  and 
Edmonton,  the  fiscal  capacity  of  oil-producing  provinces  is  no 
longer  a  function  of  total  rent,  but  of  what  remains  of  it. 

As  it  is  impossible  to  measure  the  economic  rent  associated 
with  natural  resources  for  each  of  the  provinces,  the  best 
measuring  device  available  for  fiscal  capacity  related  to  natural 
resources  is  found  in  the  revenues  that  are  actually  collected 
from  them.  (Quebec  1982,  15-16;  emphasis  added) 

This  is  an  important  suggestion,  since  putting  it  into  practice  would 
ensure  that  in  developing  its  resources  no  province  would  lose  more  in 
equalization  than  it  collected  in  revenues  from  the  resource 
development.  In  other  words,  the  dramatic  relationship  between 
equalization  and  mineral  resource  development  illustrated  in  Table 
11.1  of  this  chapter  could  not  arise  if  tax  bases  were  assigned  in  terms 
of  revenues  collected.  One  way  to  describe  the  Quebec  proposal  is  to 
say  that  it  assumes  that  the  provinces  are  rent  maximizers.  They  will 
extract  whatever  revenues  they  can  from  a  resource  and,  therefore, 
these  rents  or  revenues  ought  to  be  used  as  the  tax  base.  However, 
this  assumption  appears  to  be  valid  only  if  the  resource  in  question  is 
privately  owned.  When  it  comes  to  hydro  facilities,  for  example,  it 
may  be  rational  for  provinces  to  transfer  rents  to  consumers  via  low 
prices.  This  is  a  defect  of  the  Quebec  approach. 

Second,  it  is  clear  that  the  Quebec  proposal  allows  overall  resource 
revenues  to  enter  the  formula  in  such  a  manner  that  the  cost  of 
equalizing  them  is  much  less  than  it  was  under  the  old  RNAS 
approach.  This  occurs  because  the  fiscal  deficiencies  used  to  equalize 
the  surplus  natural  resource  revenues  (which  represent  the  largest 
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component)  are  much  smaller  than  the  deficiencies  that  were  used  in 
the  RNAS  formula.  As  was  made  clear  in  Chapter  4,  for  most 
provinces  the  fiscal  deficiency  under  the  RNAS  was  identical  with  the 
population  share.  Under  the  Q_uebec  proposal  the  fiscal  deficiencies 
for  equalizing  SNRR  are  set  to  ZT,  the  average  fiscal  deficiency  for  the 
province  for  the  range  of  R1  revenues.  Quebec’s  rationale  for  this 
approach  is  also  convincing: 

inasmuch  as  a  province  benefits  from  a  surplus  of  revenues 
resulting  from  an  excess  natural  resource  fiscal  capacity,  the 
existence  of  this  surplus  is  expressed  to  a  large  degree  by  an 
equivalent  reduction  of  other  revenues  that  would  be  equalized , 
whence  the  necessity  of  equalizing  such  revenues  according  to 
the  average  fiscal  capacity  related  to  such  tax  revenues. 
(Ibid.,  16;  emphasis  added) 

In  other  words,  the  argument  is  that  because  of  these  surpluses 
energy-rich  provinces  are  likely  to  reduce  their  tax  revenues  from 
other  sources  (e.g.,  Alberta  has  no  sales  tax  and  the  lowest  income 
taxes).  This  reduces  the  level  of  equalization  from  more  traditional 
sources  (either  R1  or  R2).  Thus,  if  one  wants  to  equalize  resource 
revenues  one  should  not  do  so  in  terms  of  the  immense  fiscal  capacity 
differentials  associated  with  resource  revenues.  Rather,  it  is  more 
appropriate  to  equalize  them  in  terms  of  the  average  deficiencies  for 
other  revenue  sources ,  because  if  the  surpluses  did  not  exist  it  is  from 
these  sources  that  substitute  revenues  would  have  to  be  raised. 

However,  the  Quebec  proposal  does  resort  to  the  use  of  resource- 
related  fiscal  deficiencies  for  equalizing  the  basic  level  of  resource 
revenues.  But  even  here,  the  fiscal  deficiencies  across  provinces  are 
not  as  large  as  they  were  in  the  RNAS  formula.  This  is  because  for  all 
provinces  except  the  three  westernmost,  total  resource  revenues  fall 
into  the  basic  category,  and  in  calculating  a  percentage  share  of  basic 
natural  resource  revenues  the  denominator  is  BNRR  and  not  total 
resource  revenues. 

Finally,  the  deduction  of  surplus  revenues  in  order  to  calculate 
equalization  entitlements  is  designed  to  ensure  that  no  resource-rich 
province  ends  up  with  equalization.  The  Quebec  rationale  is  clear: 

Since  a  province  enjoying  a  surplus  of  revenues  resulting  from 
an  excess  natural  resource  fiscal  capacity  can  insure  a 
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satisfactory  level  of  public  services  without  depending  in  order 
to  do  so  upon  equalization  and  without  resorting  as  much  to 
heavier  taxation,  such  surplus  thus  reduces.. .equalization 
payments  that  would  otherwise  be  payable.  Actually, 
this. ..provision  (for  the  treatment  of  the  Resource  Surplus) 
would  presently  be  inoperative  for  all  the  provinces  since 
equalization  entitlements  computed  before  the  application  of 
the  provision  are  already  negative  for  each  province  thus 
concerned.  (Ibid.) 


Evaluation 

Table  11  A. 2  (adapted  from  the  Quebec  paper)  compares  the  Quebec 
formula  with  the  RNAS  approach  and  with  the  Ontario  standard.  The 
table  shows  the  amounts  of  equalization  that  would  arise  under  each 
of  these  approaches  in  the  three  categories,  Rl,  R2,  and  R3.  The  RFPS 
is  not  included  in  the  table  because  it  did  not  exist  when  Quebec 
published  its  proposal. 

Even  though  the  flows  are  classified  into  Rl,  R2,  and  R3  categories 
for  all  three  approaches,  a  comparison  is  not  very  easy.  This  is  so 
because  the  coverage  differs  between  approaches.  For  example, 
unlike  the  RNAS  approach,  the  Ontario  standard  includes  property 
taxes  for  municipal  purposes  and  100  per  cent,  not  50  per  cent,  of 
resource  revenues.  The  Quebec  proposal  also  adds  municipal 
revenues  from  nontax  sources  (which,  as  was  noted  earlier,  are  now 
included  in  the  RFPS).  Despite  this  variation  in  coverage,  the  results 
in  the  table  are  quite  revealing. 

First,  note  that  the  Quebec  proposal  results  in  a  higher  level  of 
equalization  payments  than  arises  under  either  the  RNAS  approach 
or  the  Ontario  standard.  However,  if  the  RNAS  approach  were  to 
adopt  the  same  resource  coverage  as  the  Quebec  proposal,  the  RNAS 
version  would  generate  much  higher  payments.  To  see  this,  all  one 
has  to  note  is  that  ER3  for  RNAS  is  just  over  $1  billion.  If  100  per  cent 
rather  than  50  per  cent  of  natural  resource  revenues  entered  the 
formula  (as  is  the  case  under  the  Quebec  system),  this  amount  would 
become  $2  billion  and  total  payments  would  exceed  those  under  the 
Quebec  proposal.  And  this  does  not  even  take  into  account  the 
increase  in  RNAS  payments  that  would  arise  from  the  inclusion  of 
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TABLE  11  A. 2 

Equalization  entitlements  for  the  categories  of  revenues  Rl,  R2,  and  R3  under  the  different  formulae,  by  province,  1981-82  ($  millions) 
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the  new  municipal  revenue  categories,  which  total  more  than  $11 
billion.  As  the  Quebec  document  notes: 

By  proceeding  in  such  a  manner  [i.e. ,  via  the  Quebec  proposal] 
the  aggregate  of  provincial  and  local  government  revenues  are 
equalized  without. ..causing  prohibitive  costs  for  the  federal 
government  while  ensuring  residents  of  the  provinces 
receiving  equalization  payments  an  equitable  treatment  and 
while  preserving  for  residents  of  provinces  rich  in  natural 
resources  the  net  additional  advantage  that  derives  from  the 
recognition  of  provinces’  rights  of  ownership  over  their 
natural  resources.  (Ibid.) 

Thus  one  advantage  that  the  Quebec  proposal  has  over  the  RNAS 
formula  is  that  it  can  go  to  a  more  comprehensive  coverage  without 
much  increase  in  cost.  The  difference  lies  in  the  treatment  of  resource 
revenues.  With  100  per  cent  coverage,  the  equalization  payments 
arising  from  ER3  under  the  Quebec  proposal  are  less  than  the  value  of 
ER3  under  RNAS,  even  though  the  RNAS  incorporates  only  50  per 
cent  coverage. 

A  second  observation  relates  to  the  comparison  between  the 
Ontario  standard  and  the  Quebec  proposal,  particularly  with  respect 
to  ER3.  Resource  revenues  generate  just  under  a  billion  dollars  in 
equalization  payments  in  the  Quebec  formula:  they  reduce 
equalization  payments  by  $44  million  under  the  Ontario  standard. 

Third,  the  Quebec  proposal  generates  negative  entitlements  for 
Ontario  as  well  as  for  the  three  western  provinces,  so  it  has  the  same 
set  of  recipient  provinces  as  the  ROS  and  RFPS  approaches. 

Fourth,  there  are  a  few  features  of  the  Quebec  proposal  that  might 
be  viewed  as  problematical.  For  example,  in  equalizing  BNRR  there 
is  an  incentive  for  a  province  to  reduce  its  rent  to  zero.  It  would  still 
obtain  its  population  share  of  BNRR  (which  would,  however,  fall  by 
the  amount  of  the  decrease  in  the  province’s  rent  collection).  This  is 
one  type  of  problem  that  can  arise  when  actual  (as  distinct  from 
standardized)  revenues  or  rents  collected  are  used  as  the  base.  There 
is  also  a  potential  confiscatory  tax  situation  that  can  arise  as  a  result 
of  the  treatment  of  the  surplus  resource  revenues  (SNRR).  They  are  to 
be  subtracted  from  equalization  otherwise  payable.  As  Quebec  points 
out,  this  is  not  really  a  problem  since  the  provinces  that  have  surplus 
resource  revenues  also  tend  to  be  'have’  provinces  for  R1  and  R2. 


336 


Appendix:  The  Saskatchewan  and  Quebec  proposals 


However,  suppose  that  Newfoundland  strikes  it  rich  in  the  offshore  oil 
patch.  If  it  ends  up  with  surplus  resource  revenues,  these  will  have  to 
be  deducted  dollar-for-dollar  from  its  R1  and  R2  equalization 
payments.  (There  is  some  offset,  since  under  ESNRR  above,  equation 
II  A. 5,  it  could  keep  its  average  fiscal  deficiency,  Du) 

Overall,  however,  the  Quebec  proposal  is  very  innovative  and  quite 
persuasive.  It  addresses  many  of  the  issues  that  were  problematical 
under  the  old  RNAS  approach  and  handles  them  in  at  least  as 
satisfactory  a  way  as  does  the  Ontario  standard.  If  one  felt  that  the 
overall  level  of  equalization  were  somewhat  too  high  under  the 
Quebec  scheme,  one  appropriate  modification  would  be  to  scale  down 
the  amount  of  new  municipal  revenues  that  entered  the  formula. 

Finally,  it  is  interesting'  to  note  that  the  Quebec  formula  is  in  fact 
closely  related  to  a  macro  formula.  There  is  a  single  estimate  for  fiscal 
deficiency  or  excess  that  applies  to  the  R2  revenue  categories  and  to 
equalizing  the  resource  surplus.  Moreover,  applying  this  Dt  to  the  R1 
categories  as  well  would  not  make  a  great  deal  of  difference  to  overall 
flows,  since  Dt  is  derived  from  deficiencies  relating  to  these  very 
categories. 

The  major  difference  between  a  macro  formula  and  the  Quebec 
proposal  is  the  latter’s  deduction  of  the  resource  surplus  in  calculating- 
equalization  entitlements  for  the  resource-rich  provinces.  This  is 
probably  an  improvement  on  a  macro  formula  because  it  makes  it 
more  difficult  for  resource-rich  provinces  to  become  recipients  of 
equalization  payments.  As  was  noted  above,  however,  the  Quebec 
proposal  may  incorporate  close  to  a  dollar-for-dollar  offset  for  a  poor 
province  that  is  developing  its  resources.  If  there  were  a  serious 
attempt  afoot  to  implement  the  Quebec  proposal,  some  amelioration  of 
this  tax-back  rate  might  be  appropriate. 
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RFPS:  an  analysis 


The  purpose  of  this  chapter  is  twofold:  to  detail  the  mechanics  of  the 
representative  five-province  standard  and  to  compare  and  contrast 
them  with  the  operations  of  the  ROS  and  the  RNAS.  While  some 
evaluation  of  the  RFPS  equalization  program  will  of  necessity  find  its 
way  into  the  analysis,  a  full  evaluation  is  the  subject  of  the  following 
chapter. 

BACKGROUND  CALCULATIONS  FOR  THE  RFPS:  1982-83 
The  RFPS  formula 

As  was  noted  in  the  previous  chapter,  the  new  equalization  formula 
can  be  expressed,  for  each  of  the  revenue  sources,  in  the  following 
notation: 


E. 

i 

P.~  J 

i 


RFPS 


where 


(12.1) 


E. 

i  =  per  capita  equalization  for  province  i, 

P . 

i 

tj  =  national  average  tax  rate  for  revenue  source  j , 
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(?) 

RFPS 


=  the  RFPS  per  capita  tax  base  for  revenue  source  j,  and 


( 


B 

P 


=  province  i’s  tax  base  for  revenue  source  j. 


In  order  to  make  the  formula  conform  to  the  tables  that  follow,  it  is 
convenient  to  multiply  through  to  remove  the  bracketed  term: 


B~) 

P  ’ RFPS 


where 


(12.2) 


f  B\ 

t .  I  —  )  =  per  capita  revenues  at  national  average  tax  rates  for 

^  P  RFPS  the  representative  Five-province  standard  and 


t  —  }  =  per  capita  revenues  at  national  average  tax  rates  for  province  i. 

J\P)1 

In  other  words,  per  capita  equalization  is  such  as  to  bring  a  province’s 
per  capita  own  yield  at  national  average  tax  rates  up  to  the  per  capita 
yield  at  national  average  rates  for  the  Five  provinces  that  make  up  the 
RFPS.  With  this  as  backdrop,  we  are  ready  to  proceed  to  the  various 
tables  relating  to  equalization  flows  under  RFPS  for  1982-83. 

A  note  on  the  data 

The  data  for  1982-83  that  follow  are  based  on  Department  of  Finance 
estimates  as  of  March  1982.  While  more  recent  data  are  available, 
there  are  two  advantages  to  using  this  particular  data  set.  First,  these 
were  the  relevant  figures  available  when  the  federal  government  was 
choosing  among  the  various  equalization  options.  In  addition,  the 
March  1982  estimates  facilitate  comparison  across  the  different 
approaches  to  equalization. 
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On  the  other  hand,  there  are  also  at  least  two  important  problems 
associated  with  the  use  of  these  data.  First,  the  estimates  for  total 
revenues  for  many  tax  sources,  and  therefore  the  resulting 
equalization  flows,  are  on  the  high  side.  The  March  1982  projections 
did  not  foresee  the  severity  of  the  recent  recession.  In  this  regard, 
more  recent  estimates  would  be  more  appropriate.  The  second 
problem,  more  disconcerting  than  the  first,  affects  all  estimates  of 
equalization  that  were  available  when  this  chapter  was  written.  As 
was  noted  in  the  previous  chapter,  the  new  system  reclassifies  the 
energy  revenues  into  categories  such  as  conventional  new  oil, 
conventional  old  oil,  heavy  oil,  and  'mined’  oil.  The  'regulations’ 
pursuant  to  the  Fiscal  Arrangements  Act  passed  Parliament  only  in 
late  1983.  These  regulations  define  the  new  tax  bases.  Equalization 
estimates  based  on  these  new  or  reclassified  revenue  sources  have,  as 
a  result,  only  recently  become  available.  One  approach  to  this 
problem  would  have  been  to  delay  publication  of  this  study  until  the 
final  estimates  for  fiscal  year  1982-83  were  published.  I  have  opted  for 
a  different  approach — to  proceed  on  the  basis  of  the  March  1982  esti¬ 
mates  and  to  relegate  to  an  appendix  to  this  chapter  the  most  up-to- 
date  estimates  available  as  this  study  goes  to  press. 

In  this  regard,  it  is  useful  to  reproduce  a  notice  that  appeared  in  the 
Department  of  Finance’s  July  1982  equalization  estimates  (and  that 
presumably  also  appeared  in  even  later  versions): 

The  listing  of  the  34  revenue  sources  which  appears  in  this 
book  does  not  conform  exactly  to  the  list  of  33  revenue  sources 
which  will  be  contained  in  the  Federal-Provincial  Fiscal 
Arrangements  and  Established  Programs  Financing  Act, 
1977,  as  amended  by  Bill  C-97  (1982). 

The  differences  relate  to  local  government  revenues  and  to 
oil  and  natural  gas  revenues. 

In  the  case  of  local  government  revenues  two  new  categories 
of  revenue  would  be  added — municipal  revenues  from  tax¬ 
ation  and  local  government  revenues  from  sales  of  goods  and 
services.  In  each  case  these  revenues  are  closely  similar  to 
provincial  revenues  that  are  already  equalized  and  they  are 
therefore  included  in  the  Bill  with  existing  revenue  sources. 
However,  they  are  shown  separately  in  the  present  tables  for 
purposes  of  information  so  that  users  may  be  aware  of  the 
effect  of  bringing  new  categories  of  revenue  into  the  formula. 
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If  they  were  grouped  with  the  comparable  provincial  revenues 
this  information  would  not  be  available. 

In  the  case  of  oil  and  natural  gas  revenues,  the  Bill  provides 
for  new  revenue  sources  for  conventional  new  oil,  conventional 
old  oil,  heavy  oil,  mined  oil,  domestically  sold  natural  gas  and 
exported  natural  gas.  Revenue  and  tax  base  data  are  not 
presently  available  to  make  current  estimates  or  projections  of 
equalization  for  these  revenue  sources.  (Department  of 
Finance  1982c) 

All  is  not  lost,  however.  First  of  all,  the  reclassification  of  the 
energy  revenues,  perse,  will  make  very  little  difference  to  the 
equalization  flows,  since  the  recipient  provinces  generally  have  a  zero 
tax  base  for  these  categories.  Second,  the  old  classification  does  have 
considerable  merit  for  present  purposes,  since  it  allows  one  to  trace 
rather  accurately  the  implications  of  the  transition  from  RNAS  to 
ROS  to  RFPS. 

Population  shares  and  base  shares 

Table  12.1  presents  data  on  population  shares  and  tax  base  shares  for 
the  34  tax  sources.  The  final  column  of  the  table  presents  data  on  the 
dollar  value  of  revenues  that  enter  the  equalization  formula.  Two  of 
the  34  categories  represent  new  tax  sources — municipal-tax  revenues 
(31)  and  local  government  sales  of  goods  and  services  (34).  Together, 
they  add  more  than  $11  billion  in  provincial  revenues  to  the  formula. 
The  other  departure  from  the  RNAS  classification  relates  to  the  two 
revenue  sources  that  have  been  split  off  from  previous 
categories — potash  revenues  (32)  from  the  former  category  22  and 
capital  taxes  (33)  from  the  former  category  2.  Of  passing  interest  is 
the  fact  that  Saskatchewan  has  100  per  cent  of  the  tax  base  for  potash 
revenues.  (This  will  change  in  the  future,  since  New  Brunswick  too 
has  become  a  producer.)  Since  Saskatchewan  is  one  of  the  five 
provinces  in  the  new  standard,  potash  revenues  will  generate 
equalization.  But  if,  say,  Nova  Scotia  had  100  per  cent  of  this  or  some 
other  revenue  base,  no  equalization  would  result,  since  Nova  Scotia  is 
not  part  of  the  five-province  standard.  The  implications  of  who  is  in 
and  who  is  out  of  the  standard  will  be  dealt  with  in  more  detail  later  in 
the  chapter. 
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TABLE  12.1 

Background  data  for  the  RFPS  equalization  program,  1982-83 
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RFPS:  an  analysis 


Provincial  per  capita  yields  at  national  average  tax  rates 

The  first  step  in  calculating  equalization  entitlements  is  to  generate 
the  per  capita  yields  at  national  average  tax  rates  for  all  provinces 
and  all  revenue  sources.  These  figures,  which  appear  in  Table  12.2, 
correspond  to  the  last  term  in  equation  12.2. 

In  order  to  calculate  the  per  capita  entitlements,  one  needs  the  per 
capita  yield  at  national  average  tax  rates  for  the  five  provinces  that 
make  up  the  RFPS  (British  Columbia,  Saskatchewan,  Manitoba, 
Ontario,  and  Quebec).  These  figures  appear  as  the  second-last  column 
of  Table  12.2.  Consider  the  first  revenue  category,  personal  income 
taxes.  Provincial  per  capita  yields  vary  from  $367.06  in  Prince 
Edward  Island  to  $930.94  in  Alberta.  The  RFPS  yield  is  $722.65.  This 
is  not  the  simple  average  of  the  yields  in  the  five  provinces  included  in 
the  standard.  Rather  it  is  a  population-weighted  average.  In  effect, 
this  means  that  one  sums  the  dollar  value  of  the  yields  at  national 
average  rates  for  these  five  provinces  and  then  divides  this  sum  by  the 
sum  of  the  five  provinces’  populations. 

As  the  formula  indicates,  per  capita  equalization  payments  are  now 
easy  to  calculate.  For  each  tax  source,  they  are  simply  the  difference 
between  the  province’s  own  figure  and  the  RFPS  figure.  Once  again, 
it  is  instructive  to  focus  on  personal  income  taxes.  New  Brunswick’s 
yield  is  $438.15  and  the  RFPS  is  $722.65.  Thus  New  Brunswick 
receives  a  positive  equalization  entitlement  of  $284.50  for  personal 
income  taxes.  These  entitlements  appear  in  Table  12.3  below. 

It  is  interesting  to  note  that  one  can  also  calculate  entitlements 
arising  under  an  Ontario  standard  from  Table  12.2.  The  Ontario 
standard  is  simply  the  Ontario  column  of  figures.  For  personal  income 
taxes,  the  Ontario  yield  is  about  $50  higher  than  the  RFPS.  Hence, 
under  the  ROS,  New  Brunswick  would  receive  per  capita  entitlements 
for  personal  income  taxes  of  $334.28. 

The  last  column  of  this  table  contains  figures  for  the  'full’  national 
average  standard,  that  is,  100  per  cent  of  revenues  from  all  34  sources 
evaluated  at  their  national  average  per  capita  yields.  This 
information  will  be  used  later  in  the  chapter. 

Per  capita  equalization  entitlements 

Table  12.3  presents  the  per  capita  equalization  entitlements.  They 
are  derived  from  Table  12.2  in  the  manner  just  described.  Overall 
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TABLE  12.2 

Provincial  per  capita  yields  at  national  average  tax  rates,  1982-83  (dollars) 
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positive  entitlements  range  from  $1,007.13  for  Prince  Edward  Island 
to  $382.32  for  Quebec.  Negative  entitlements  range  from  minus 
$55.07  for  Ontario  to  minus  $4,311.91  for  Alberta.  As  in  the  previous 
formula,  negative  entitlements  are  set  to  zero. 

Note  that  these  overall  entitlements  by  province  can  also  be 
calculated  from  the  aggregate  figures  of  the  previous  table.  The  overall 
RFPS  total  from  Table  12.2  is  $2,540.77  per  person.  For 
Newfoundland  the  total  yield  at  national  average  rates  is  $1,628.14,  a 
difference  of  $912.63.  This  difference  is  the  total  for  Newfoundland 
that  appears  in  Table  12.3.  Except  for  rounding  errors,  it  is  the  sum  of 
the  per  capita  entitlements  for  the  34  revenue  sources. 

Equalization  payments 

Table  12.4  converts  the  per  capita  entitlements  into  dollar  values.  For 
1982-83  equalization  payments  under  the  RFPS  formula  total 
$4,557.6  million.  As  the  notes  beneath  Table  12.4  indicate,  these 
formula-generated  payments  can  be  dominated  by  the  transitional 
guarantees  that  are  part  of  the  RFPS.  In  terms  of  these  1982  data, 
transitional  guarantees  come  into  play  for  two  provinces — Quebec 
and  Manitoba,  whose  payments  will  be  raised  to  $2,552  million  and 
$431  million  respectively.  The  more  recent  data  in  the  appendix  to 
this  chapter  indicate  that  the  transitional  guarantees  apply  to  all 
'have-not’  provinces  except  Newfoundland.  I  shall  have  more  to  say 
about  the  transitional  guarantees  later. 

This  $4,557  million  total  compares  with  a  total  for  1981-82  under 
the  old  RNAS  approach  of  $4,160.2  million  (from  Table  4.3  above). 
However,  as  will  be  pointed  out  below,  had  the  RNAS  approach  been 
continued  intact  for  1982-83,  equalization  would  have  risen  to  over  $5 
billion  for  these  same  six  recipient  provinces. 

The  final  column  of  Table  12.4  presents  data,  by  revenue  source,  on 
the  number  of  cents  of  equalization  generated  for  each  dollar  of 
revenues  that  enter  the  formula.  It  is  of  interest  to  compare  these 
amounts  with  the  corresponding  figures  for  the  RNAS  program,  which 
appear  as  the  last  column  of  Table  4.3.  The  differences  in  these  two 
sets  of  figures  reflect,  of  course,  the  different  equalization  standards. 
Under  the  RFPS  each  dollar  of  business  income  revenue  (category  2) 
yields  8  cents  of  equalization,  whereas  under  the  RNAS  the  amount 
was  11.1  cents.  The  difference  occurs  because  Alberta  has  far  and 
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away  the  largest  per  capita  base  for  business  income  revenues  and  it  is 
not  one  of  the  five  provinces  that  make  up  the  RFPS.  However,  the 
most  significant  differences  arise  in  connection  with  the  resource 
revenues.  Crown  oil  revenues  (source  16)  generate  5.4  cents  in 
equalization  under  RFPS  for  each  dollar  of  revenue  equalized.  The 
comparable  figure  for  the  RNAS  was  39.8  cents !  The  figures  for  free¬ 
hold  gas  revenues  (category  19)  are  even  more  dramatic — 1.7  cents 
and  40.0  cents  respectively.  Once  again  this  occurs  because  Alberta 
has  the  lion’s  share  of  the  base.  Defining  the  standard  for  equalization 
to  exclude  Alberta  has  paved  the  way  for  bringing  all  energy  revenues 
into  the  formula  with  little  cost  in  terms  of  equalization  flows. 

In  order  to  understand  more  fully  the  nature  of  the  changes  ushered 
in  by  the  RFPS  formula  it  is  appropriate  to  compare  it  with  what 
would  have  occurred  under  alternative  programs,  specifically  the 
Ontario  standard  and  a  continuation  of  the  RNAS  program.  To  this 
the  analysis  now  turns. 

RFPS,  ROS,  AND  RNAS:  A  COMPARISON 

Table  12.5  presents  the  1982-83  equalization  flows  that  would  have 
arisen  from  the  alternative  formulations.  Row  panel  A  reproduces  the 
RFPS  results  from  the  previous  tables.  Row  panel  B  presents 
equalization  flows  for  the  Ontario  standard.  In  total,  they  exceed  the 
payments  associated  with  the  RFPS  ($5,093  million  versus  $4,557 
million).  This  occurs  because  the  total  figure  for  Ontario  in  Table  12.2 
exceeds  the  corresponding  total  for  the  RFPS  by  roughly  $55  per 
capita.  Hence,  each  recipient  province’s  equalization  in  Table  12.5  is 
increased  by  this  per  capita  amount  relative  to  what  it  receives  under 
the  RFPS.1 

Row  panel  C  contains  estimates  of  equalization  under  the 
assumption  that  the  RNAS  was  still  in  force  for  1982-83.  Underlying 
these  calculations  are  the  following  assumptions  (consistent  with  the 
operations  of  the  RNAS  over  1981-82):  (a)  revenue  sources  31  and  34 
are  deleted  since  they  were  not  part  of  the  RNAS;  (b)  only  one-half  of 
the  revenues  arising  from  the  nonrenewable  resource  categories  (16  to 
19,  21,  22,  30,  and  32)  enter  the  formula;  and  (c)  revenue  source  20 
(sales  of  Crown  leases)  is  deleted,  as  it  was  in  1981-82.  Performing 
these  calculations  leads  to  the  RNAS  equalization  flows  in  Table  12.5. 
A  continuation  of  the  RNAS  would  have  generated  over  $700 
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TABLE  12.5 

Equalization  flows:  alternative  approaches,  1982-83 
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Equalization  payments 


million  more  in  equalization  than  the  RFPS  system  ($5,289  million 
versus  $4,557).  However,  for  the  Atlantic  Provinces  the  two 
approaches  generate  roughly  comparable  equalization  payments 
(compare  row  panels  A  and  C  in  Table  12.5  for  the  Atlantic  Provinces). 
Thus,  it  is  Quebec  and  particularly  Manitoba  that  incur  the  costs  of  the 
switch  to  the  RFPS.  In  per  capita  terms,  Manitoba  loses  $155  and 
Quebec  $79.  Indeed,  under  the  RNAS  approach  Manitoba’s 
equalization  on  a  per  capita  basis  is  $34  higher  than  Quebec’s, 
whereas  under  the  RFPS  it  is  lower  by  a  roughly  similar  amount. 
Sorting  out  why  and  where  these  changes  come  about  in  the  transition 
to  the  RFPS  will  be  the  purpose  of  the  following  section. 

First,  however,  let  us  turn  to  the  final  row  panel  of  Table  12.5, 
which  presents  equalization  flows  under  the  assumption  that  all 
provincial  revenues  are  brought  up  to  the  national  average  standard. 
Under  this  approach,  equalization  would  soar  to  $7.8  billion,  even 
with  Ontario  excluded  from  being  a  recipient.  Were  Ontario  allowed 
to  be  a  recipient,  its  per  capita  equalization  would  be  $279  (i.e.,  $2,874 
from  the  last  column  of  Table  12.2,  minus  the  Ontario  aggregate  of 
$2,595).  In  dollar  terms  this  would  amount  to  $2.4  billion,  for  an 
overall  level  of  equalization  in  excess  of  $10  billion,  more  than  double 
the  actual  equalization  flows.  Little  wonder,  then,  that  the 
combination  of  comprehensive  coverage,  national  average  standard, 
and  100  per  cent  eligibility  for  provincial  revenues  was  never  on  the 
menu  of  alternatives. 

cy 

RNAS  to  RFPS:  the  anatomy  of  the  transition 

Table  12.6  presents  more  detail  relating  to  the  transition  from  RNAS 
to  RFPS  for  the  six  recipient  provinces.  For  each  alternative  approach 
to  equalization,  the  revenue  sources  are  subclassified  into  three 
components:  (1)  the  'old’  nonresource  revenues,  (2)  the  resource 
revenues,  and  (3)  the  new  revenue  categories. 

As  the  total  figures  (the  last  column)  indicate,  the  move  from  the 
RNAS  to  the  RFPS  generated  a  slight  drop  in  the  equalization  flows 
arising  from  the  nonresource  revenues  (i.e.,  $3,386  million  versus 
$3,103  million).  The  drop  occurs  because,  on  average,  the  yield  at 
national  average  rates  in  the  five  provinces  is  less  than  the  national 
average  yield.  This  means,  essentially,  that  for  these  categories  the 
omission  of  Alberta  from  the  formula  has  more  impact  than  the 
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TABLE  12.6 

Allocating  equalization  payments:  alternative  approaches,  1982-83  ($  millions) 
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a  Revenue  category  34  was  not  part  of  the  proposed  Ontario  standard,  but  it  is  included  in  these  calculations. 
b  The  national  average  standard  differs  from  the  RNAS  in  that  100  per  cent  of  all  revenues  are  deemed  eligible  for  equalization. 
SOURCE:  Tables  12.1  to  12.4. 


Equalization  payments 


omission  of  the  four  Atlantic  Provinces.  In  any  event,  the  main 
differences  between  the  two  programs  are  not  to  be  found  in  the 
equalization  of  nonresource  revenues.  However,  it  is  clear  from  panel 
C  of  Table  12.6  that  the  traditional  nonresource  revenue  categories 
generate  considerably  more  equalization  under  the  Ontario  standard 
than  they  do  uner  the  RNAS  or  the  RFPS.  This  is  not  surprising, 
since,  from  Table  12.2,  the  per  capita  yield  of  these  revenue  sources  at 
national  average  tax  rates  for  Ontario  is  greater  than  it  is  for  either  of 

o 

the  other  two  standards. 

It  is  in  the  treatment  of  resource  revenues  that  the  RFPS  differs 
markedly  from  the  RNAS.  Because  the  RFPS  excludes  Alberta,  the 
RFPS  equalization  flows  from  resources  are  far  smaller  than  they 
would  be  under  a  continuation  of  the  old  system — $768  million  versus 
$1,903  million.  Moreover,  100  per  cent  of  nonrenewable  resource 
revenues  entered  the  RFPS  program  but  only  50  per  cent  of  such 
revenues  entered  the  RNAS!  Comparisons  across  provinces  reveal 
that  the  impact  of  the  move  from  a  national-average  standard  for 
resources  to  a  five-province  standard  is  very  uneven.  For  example, 
Newfoundland’s  resource-related  equalization  falls  from  $81  million 
to  $3  million,  while  Prince  Edward  Island’s  falls  from  $26  million  to 
$13  million. 

If  one  focuses  on  the  impact  of  the  resource  revenues  under  the 
Ontario  standard,  it  is  easy  to  see  why  the  provinces  were  so 
concerned  with  the  initial  proposal.  Overall  (the  last  column  of  Table 
12.6),  resource-related  equalization  for  the  Ontario  standard  is 
negative.  Thus ,  under  the  Ontario  standard ,  equalization  is  larger  in 
aggregate  if  the  $10  billion  in  resource  revenues  are  excluded  from  the 
formula .4  This  is  so  because  Ontario  has  little  or  no  tax  base  for  most 
of  the  resource  categories  (see  Table  12.1).  For  example,  despite  the 
fact  that  Crown  oil  revenues  amount  to  more  than  $4  billion  (category 
16,  Table  12.1),  the  provinces  get  no  equalization  payments  from  this 
source  because  under  the  Ontario  standard  they  are  brought  up  to  the 
Ontario  level  for  the  source,  which,  from  Tables  12.1  and  12.2,  is  zero. 
The  RFPS  formula  is  somewhat  more  generous  in  this  regard; 
nevertheless,  because  the  RFPS  excludes  the  province  with  by  far  the 
largest  resource  base  (Alberta),  energy  revenues  contribute  a  much 
lower  proportion  of  total  equalization  under  the  RFPS  than  they  did 
under  the  RNAS. 
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Even  though  the  resource  revenues,  overall,  contribute  negatively 
to  total  equalization  under  the  Ontario  standard,  the  aggregate  level 
of  equalization  payments  is  higher  under  this  regime  than  it  is  under 
the  RFPS  because  for  the  remainder  of  the  categories,  equalizing  up  to 
the  Ontario  level  is  more  generous  than  equalizing  up  to  the  five- 
province  standard. 

The  Final  category  of  revenues  in  Table  12.6  comprises  the  new 
revenue  sources  introduced  under  the  RFPS.  They  yield  almost  three- 
quarters  of  a  billion  dollars  in  equalization  flows  and  provide  a 
substantial  but  not  full  offset  to  the  drop  in  resource-related 
equalization  arising  from  the  switch  from  RNAS  to  RFPS. 

Thus  the  RFPS  downplays  resource  revenues  dramatically  in 
comparison  with  the  former  equalization  formula.  Since  the 
distribution  across  provinces  of  most  of  the  remaining  revenue  sources 
is  not  all  that  different  from  the  distribution  across  provinces  of,  say, 
gross  domestic  product,  equalization  under  the  RFPS  will  conform 
more  closely  than  did  equalization  under  the  RNAS  to  the  traditional 
measures  of  regional  disparity.  This  is  why  Quebec  and  Manitoba  lose 
so  much  in  the  switch  from  RNAS  to  RFPS.  Table  12.6  shows  that 
resource-related  equalization  under  the  RNAS  approach  amounted  to 
only  about  25  per  cent  of  total  equalization  for  New  Brunswick  and 
Nova  Scotia  and  even  less  for  Prince  Edward  Island  and 
Newfoundland.  For  Manitoba  and  Quebec,  on  the  other  hand, 
resource  revenues  accounted  for  roughly  40  per  cent  of  total 
equalization.  Hence,  reducing  the  equalization  arising  from 
resources,  as  the  RFPS  does,  hits  Manitoba  and  Quebec  the  hardest. 
Indeed,  Manitoba’s  equalization  payment  under  the  last  year  of  the 
RNAS  regime  (1981-82)  was  larger  than  it  is  for  1982-83  under  the 
RFPS — hence  the  rationale  for  transitional  payments  as  part  of  the 
RFPS. 

MANITOBA,  QUEBEC,  AND  THE  TRANSITIONAL 
GUARANTEES 

Table  12.7  presents  the  calculations  relating  to  the  transitional 
guarantees  as  of  March  1982  (see  the  note  beneath  the  table).  Row  3 
isof  considerable  interest  because  it  shows  the  impact  by  province  of 
the  transition  from  RNAS  to  RFPS.  The  increases  in  equalization 
payments  for  the  Atlantic  Provinces  range  from  18  per  cent  to  21  per 
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TABLE  12.7 

The  transitional  guarantees  under  the  RFPS,  March  1982  estimates  ($  millions) 
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RFPS:  an  analysis 


cent.  Quebec’s  increase  is  only  7  per  cent,  while  Manitoba  registers  an 
11  per  cent  decline  in  equalization  from  Fiscal  year  1981-82  to  Fiscal 
year  1982-83. 

Row  6  of  the  table  provides  the  values  of  the  transitional  minimum- 
payment  levels  for  1982-83.  According  to  the  March  1982  estimates, 
these  transitional  minimums  are  lower  than  the  actual  equalization 
payments  for  each  of  the  Atlantic  Provinces.  Not  so  for  Quebec  and 
Manitoba,  whose  total  payments  under  RFPS  become  $2,552  million 
and  $431  million  respectively  as  a  result  of  the  transitional 
guarantees.  As  row  8  of  Table  12.7  indicates,  their  overall  percentage 
equalization  increases  are  now  11  per  cent  and  10  per  cent.  In  dollar 
terms,  the  transitional  guarantees  bolster  the  RFPS  formula¬ 
generated  flows  by  $85  million  for  Quebec  and  $82  million  for 
Manitoba. 

Aggregate  formula-generated  equalization  flows  increase  by  9.6  per 
cent  from  1981-82  to  1982-83.  Incorporating  the  transitional 
payments  increases  the  overall  percentage  increase  to  13.6  per  cent. 

These  observations  apply  to  the  March  1982  estimates.  More  recent 
estimates  for  fiscal  year  1982-83  indicate  that  all  ' have-not ’  provinces 
except  Newfoundland  now  qualify  for  transitional  payments.  As  was 
noted  above,  this  situation  reflects  the  severity  of  the  economic 
downturn,  which  was  not  forecast  in  the  March  1982  estimates. 

A  SENSITIVITY  ANALYSIS  OF  THE  RFPS 

Up  to  this  point,  the  analysis  of  the  operations  of  the  RFPS  has  been 
directed  primarily  toward  aggregate  equalization  flows  either  in  their 
own  right  or  in  the  context  of  a  comparison  with  the  RNAS  and  the 
ROS.  The  remainder  of  the  chapter  examines  some  of  the  inner 
workings  of  the  RFPS  system.  In  this  section  I  shall  focus  on  the 
implications  of  the  switch  from  a  national-average  to  a  Five-province 
standard  for  such  things  as  tax  rate  changes,  tax  base  shifts,  and 
population  flows.  The  results  that  follow  are  derived  from  a  paper 
that  I  wrote  jointly  with  David  Wildasin  (Courchene  and  Wildasin 
1983).  This  paper  appears  as  a  technical  appendix  to  this  study.  As 
will  become  evident,  the  five-province  standard  has  some  very 
disturbing  characteristics.  Among  them  is  the  following:  if  a  province 
that  is  not  included  among  the  five  provinces  in  the  standard 
experiences  an  increase  in  its  tax  base,  it  will  under  normal  conditions 
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lose  in  equalization  an  amount  that  exactly  offsets  its  increase  in  own 
revenues  from  this  tax  base  increase. 

My  approach  in  conducting  the  analysis  relating  to  the  impacts  of 
changing  various  parameters  of  the  RFPS  formula  will  in  general  be 
to  summarize  the  results  of  the  Courchene-Wildasin  paper,  although 
on  occasion  I  shall  present  the  intuition  behind  the  results.  The 
analysis  in  Chapter  5  relating  to  a  similar  set  of  experiments  with 
respect  to  the  RNAS  formula  provides  a  backdrop  against  which  to 
assess  the  results  for  the  RFPS. 

Changing  tax  rates 

Under  the  RNAS,  an  increase  in  a  province’s  tax  rates  will  increase 
own  revenues  and,  if  the  province  is  poor  for  this  tax  base,  also 
increase  equalization.  For  any  other  province,  equalization 
entitlements  will  increase  if  the  province  is  a  'have-not’  province  for 
this  tax  base,  and  vice  versa.  These  results  also  hold  for  the  RFPS. 
This  is  clear  from  equation  12.1,  since  all  that  occurs  under  this 
experiment  is  that  the  national  average  tax  rate,  tj  ,  increases. 
However,  this  is  the  only  experiment  for  which  the  national-average 
and  five-province  standards  yield  similar  results.5 

Changing  own  tax  bases 

Assume  that  a  province’s  own  tax  base  increases.  Under  the  RNAS, 
other  things  being  equal,  there  will  be  two  opposing  effects  on 
equalization:  (1)  the  province  will  be  richer  and  so  its  equalization 
will  fall;  (2)  total  revenues  to  be  equalized  will  go  up  and  on  this  count 
the  province’s  equalization  will  increase.  Overall,  its  equalization 
will  fall  but  not  sufficiently  to  reduce  total  revenues  (own  revenues 
plus  equalization).  There  is  an  exception  to  this.  It  is  possible  for  total 
revenues  to  fall  if  the  province’s  own  tax  rate  for  the  revenue  base  is 
well  below  the  national  average  tax  rate. 

This  same  general  result  holds  under  the  RFPS  if  the  province  is 
one  of  the  five  making  up  the  standard,  although  there  is  an 
important  difference  relating  to  resource  revenues.  Under  the  RNAS 
only  50  per  cent  of  resource  revenues  entered  the  formula,  so  the 
possibility  of  a  decline  in  overall  revenues  was  remote.  Not  so  under 
the  new  formula,  since  now  100  per  cent  of  resource  revenues  are 
eligible  for  equalization. 
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However,  if  the  province  is  not  one  of  the  Five,  the  loss  offset  is  100 
per  cent — the  province  loses  in  equalization  exactly  what  it  gains  in 
own  revenues  from  being  richer.  And  if  its  tax  rate  is  even  the 
slightest  bit  below  the  national  average  tax  rate,  its  total  revenues 
fall.  The  intuition  here  is  clear.  If  the  province  is  in  the  standard,  its 
own  base  and  the  base  of  the  standard  both  increase.  If  it  is  out  of  the 
standard,  only  its  own  base  increases  and  its  Fiscal  deFiciency  declines 
correspondingly.  In  terms  of  equation  12.2,  an  increase  in  the  base  for 
province  i  will  not  affect  the  First  term,  t}  (B/P)ppp§,  if  (a)  the  province 
is  not  in  the  RFPS  and  (b)  its  own  tax  rate  is  identical  to  the  national 
average  rate,  tj.  Hence,  the  province’s  equalization  will,  from  the 
second  term  of  equation  12.2,  fall  by  the  product  of  F  and  the  increase 
in  the  base.  But  this  is  exactly  the  increase  in  own  revenues,  so  the 
equalization  offset  is  100  per  cent. 

Cross-base  changes 

Under  the  RNAS,  a  province’s  equalization  will  increase  if  some  other 
province’s  base  increases.  This  follows  from  Chapter  4’s  equation  4. 1 A 
(in  note  4  to  that  chapter)  both  because  total  revenues  increase  and 
because  the  province’s  share  of  the  total  base  falls  (its  Fiscal  deFiciency 
rises).  The  same  result  occurs  under  the  RFPS  provided  the  province 
whose  base  increases  is  part  of  the  standard.  However,  what  happens 
to  Nova  Scotia’s  equalization  if  the  tax  base  in  Alberta  (not  among  the 
five)  rises?  The  answer  is  that  Nova  Scotia’s  equalization  will  remain 
the  same,  provided  that  Alberta’s  tax  rate  is  the  same  as  the  national 
average  rate.  If  it  is  lower  (as  it  is  for  personal  income  taxes  and  sales 
taxes),  then  an  increase  in  these  tax  bases  in  Alberta  will  decrease 
equalization  for  Nova  Scotia.  This  is  clear  from  equation  12.1,  since 
the  only  change  would  be  that  t  (the  national  average  tax  rate)  would 
fall.  This,  too,  is  an  undesirable  feature  of  the  new  standard. 

The  case  where  the  base  is  Transferred’  from  one  province  to 
another  (think  of  a  company  headquarters  changing  provinces)  is 
more  complicated.  However,  from  equation  12.1  the  following 
statement  is  clear  for  a  shift  of  a  corporate  headquarters  out  of 
Quebec:  Quebec  stands  to  gain  more  in  equalization  if  the  company 
moves  to  Ontario  (which  is  in  the  standard)  than  it  does  if  the 
company  moves  to  Alberta.  This  is  so  because  the  first  term  of  the 
bracketed  expression  in  12.1  is  unaffected  in  the  former  case  whereas 
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it  falls  in  the  latter,  and  the  drop  in  Quebec’s  per  capita  base  is  the 
same  under  both  scenarios.  Thus  Finance  Minister  Parizeau’s  tongue- 
in-cheek  remark  to  the  effect  that  under  an  Ontario  standard  it  might 
be  more  beneficial  for  Quebec  to  tailor  its  development  policies  to 
Ontario  industries  than  to  promote  the  development  of  its  own 
industries  also  has  considerable  relevance  in  the  context  of  a  five- 
province  standard. 

Population  shifts 

Two  cases  are  of  interest  here — population  shifts  that  do  not  affect  tax 
bases  and  population  shifts  that  do.  The  former  relate  to  energy 
resources,  for  which  many  provinces  have  a  zero  tax  base.  Hence 
equalization  payments  for  these  categories  are  essentially 
demogrants;  that  is,  they  are  a  function  of  a  province’s  population. 
Under  a  national-average  standard,  a  transfer  of  population  between 
two  rhave-not’  provinces  with  zero  tax  bases  will  leave  equalization 
per  capita  unchanged  for  these  two  provinces.  (In  dollar  terms, 
equalization  will  fall  for  the  sending  province  and  rise  for  the 
receiving  province.)  The  same  is  true  under  a  five-province  standard 
if  the  receiving  and  sending  provinces  are  both  in,  or  both  out  of,  the 
standard.  However,  if  the  population-receiving  province  is  in  the 
standard  and  the  sending  province  is  excluded,  then  per  capita 
equalization  for  the  receiving  province  will  fall.  Indeed,  equalization 
will  fall  for  all  provinces,  since  the  RFPS  standard  is  now  lower.  This 
is  so  because  the  first  term  of  the  bracketed  expression  in  equation 
12.1  will  fall,  whereas  the  second  term  is,  by  definition,  zero.  The 
opposite  results  obtain  if  the  sending  province  is  in  the  standard  and 
the  receiving  province  outside. 

Matters  become  more  complicated  when  we  consider  those  revenue 
categories  for  which  a  shift  in  population  also  involves  a 
corresponding  transfer  of  tax  bases.  Once  again,  however,  any  result 
is  possible  if  the  transfer  occurs  between  provinces  that  are  not  either 
both  in  or  both  out  of  the  standard. 

While  the  analysis  underlying  the  above  implications  is  fairly 
technical  and,  hence,  relegated  to  an  appendix  to  the  study,  the 
implications  themselves  are,  from  a  theoretical  vantage  point,  quite 
significant.  The  move  from  a  national-average  standard  to  a  five- 
province  standard  has  led  to  a  situation  in  which  equalization  flows 
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depend  on  whether  changes  in  population  and  economic  activity  occur 
in  provinces  that  are  included  in  or  excluded  from  the  standard.  In 
other  words,  equalization-receiving  provinces  are  no  longer  neutral 
with  respect  to  the  location  of  economic  development  within  the 
federation.  This  is  surely  not  a  desirable  feature  of  an  equalization 
program. 

THE  RFPS  AND  THE  DEFINITION  OF  TAX  BASES 
Mineral  revenues 

Since  only  50  per  cent  of  nonrenewable  resource  revenues  entered  the 
RNAS  formula,  the  prospect  of  a  'have-not’  province’s  losing  overall 
revenues  because  it  developed  its  resource  base  did  not  arise.  The 
RFPS  has  ushered  in  two  changes:  first,  100  per  cent  of  all  resource 
revenues  enter  the  formula;  second,  as  noted  in  the  previous  section, 
for  'have-not’  provinces  not  among  the  five  provinces  making  up  the 
standard  the  mechanics  of  the  RFPS  are  such  that  the  loss  offset  is 
exactly  100  per  cent.  Therefore  a  'have-not’  province’s  overall 
revenues  will  fall  if  the  province’s  tax  rate  on  the  resource  base  in 
question  is  less  than  the  national  average  tax  rate. 

Two  other  concerns  enter  the  picture.  First,  if  a  province  is 
required  to  spend  money  to  develop  its  resource  base  it  will  lose 
revenues  overall,  since  gross  rather  than  net  revenues  enter  the  RFPS 
formula.  Second,  the  100  per  cent  loss  offset  implies  that  the  resource 
bases  are  defined  appropriately — that  is,  in  terms  of  their  potential 
rents.  If  they  are  not  appropriately  defined,  'have-not’  provinces  face 
the  possibility  of  losing  significant  amounts  of  revenue  overall  as  a 
result  of  developing  their  resource  sectors. 

This  issue  was  brought  to  the  fore  in  the  previous  chapter  in  the 
context  of  the  impact  on  Newfoundland’s  equalization  for  mineral 
revenues  under  the  proposed  Ontario  standard  (see  Table  11.1).  The 
move  to  the  RFPS  formula  removed  some  of  the  problem  because  (a) 
the  standard  was  broadened  from  Ontario  to  five  provinces  and  (b) 
potash  revenues  became  a  separate  category.  Nonetheless,  the 
problem  still  remains.  Table  12.8,  modelled  after  Table  11.1,  reports 
the  net  impact  under  RFPS  (after  separating  out  potash  revenues)  on 
Newfoundland’s  total  revenues  arising  from  its  mineral  activities.  As 
the  last  line  of  Table  12.8  indicates,  Newfoundland’s  overall  revenues 
would  increase  if  it  simply  shut  down  its  mining  activity. 
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TABLE  12.8 

RFPS  mineral-revenae  entitlements,  Newfoundland,  1982-83  ($  millions) 


RNAS  RFPS 


A 

Mining  taxes  and  royalties 

+  17.5 

+  17.5 

B 

Equalization 

-12.0 

-24.2 

C 

Equalization  assuming  that  Newfoundland  shuts  down 

+  4.5 

+  9.0 

D 

Total  equalization  cost  of  earning  the  mining  taxes 

and  royalties 

16.5 

33.2 

E 

Net  benefit  from  mineral  production  (A-D) 

1.0 

-15.7 

NOTE:  The  amounts  in  this  table  are  based  on  tax  bases  prior  to  revision.  No  account  is 
taken  of  the  effects  of  mineral  production  on  other  provincial  revenue  sources  such  as 
personal  and  corporate  income  tax  and  general  sales  tax,  or  of  the  effects  of  such 
production  on  the  tax  bases  for  other  taxes. 

SOURCE:  Provincial  Finance  Ministers  and  Treasurers  (1981,  14)  for  the  revenue 
estimate  in  line  A.  The  remaining  calculations  are  based  on  Tables  12.1  to  12.3. 


This  result  occurs  primarily  because  of  the  manner  in  which  the  tax 
base  for  mineral  revenues  is  defined.  Specifically,  the  former  regime 
defined  the  tax  base  in  terms  of  the  value  added  of  the  composite 
mineral  category  rather  than  in  terms  of  the  resource  rent  that  can  be 
alienated  from  each  component  category.  Table  12.9  illustrates  this 
problem.  Iron  ore  accounts  for  nearly  15  per  cent  of  overall  mineral 
value  added  (including  potash)  and  nearly  19  per  cent  of  the  value  of 
production,  from  which  the  value-added  series  is  calculated.  However, 
iron  ore  accounts  for  less  than  6  per  cent  of  total  revenues  from 
minerals.  If  one  assumes  that  actual  revenues  collected  are  a  proxy 
for  the  amount  of  rent  associated  with  a  mineral  deposit,  then  defining 
the  base  in  terms  of  the  value  added  for  minerals  such  as  iron  ore  can 
substantially  overstate  a  province’s  tax  base.  As  a  result,  a  province’s 
negative  equalization  associated  with  mineral  revenues  can  greatly 
exceed  its  actual  revenues  from  minerals.  In  essence,  this  was 
Newfoundland’s  argument,  since  roughly  90  per  cent  of  its  mineral 
output  (in  either  value-added  or  value-of-production  terms)  arises 
from  iron  ore. 
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TABLE  12.9 

Comparative  shares  of  provincial  revenues  and  of  tax  base  for  metallic  and  nonmetallic 
minerals  accounted  for  by  selected  minerals,  1979-80  ( per  cent) 


Mineral 

Share  of 
provincial 

revenues 

Share  of 
value-added 
tax  base 

Share  of 
production 
tax  base 

Iron 

5.7 

14.6 

18.5 

Uranium 

5.3 

7.5 

6.1 

Asbestos 

4.3 

6.5 

6.0 

Potash  36.6 

8.7 

7.3 

Coal 

9.5 

9.4 

8.5 

All  other 

38.8 

53.3 

53.7 

TOTAL 

100.0 

100.0 

100.0 

SOURCE:  Department  of  Finance  (1983,  Annex  L,  Table  II). 


The  1982  Fiscal  Arrangements  Act  solved  part  of  the  problem  by 
creating  a  separate  revenue  source  for  potash  (from  Table  12.9,  potash 
has  an  even  greater  disparity  in  the  other  direction  between  share  of 
value  added  and  share  of  total  revenue).  However,  subsection  2(10)  of 
the  Fiscal  Arrangements  Act  gives  the  minister  of  Finance  the  power, 
via  the  'regulations’  pursuant  to  the  act,  to  subdivide  the  revenue 
source  for  metallic  and  nonmetallic  minerals.  Under  pressure  from 
Newfoundland,  mineral  resource  revenues  have  been  broken  down 
into  five  separate  sources:  iron  ore  revenues,  uranium  revenues, 
asbestos  revenues,  coal  revenues,  and  a  catch-all  category,  other 
metallic  and  nonmetallic  mineral  revenues.  The  base  for  these 
categories  is  essentially  the  value  of  production.  The  composite 
revenue  source  is  recreated  by  weighting  the  five  categories  by  their 
share  of  total  revenues.  This  weighting  scheme  effectively  means  that 
these  categories  have  become  separate  revenue  sources  even  though, 
for  purposes  of  the  formal  arrangements,  they  have  to  be  viewed  as  a 
single  source. 

This  procedure  does  indeed  improve  matters  substantially. 
Newfoundland’s  negative  equalization  associated  with  mineral 
revenues  will  now  be  much  smaller  (and  appropriately  so)  than  would 
otherwise  have  been  the  case.  However,  problems  arising  from  the 
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definitions  of  tax  bases  will  continue  to  plague  the  RFPS  formula. 
First,  in  all  likelihood  the  provinces  will  raise  concerns  about  other 
tax  bases.  Second,  there  will  likely  be  increased  pressure  from  the 
provinces  to  allow  net  rather  than  gross  revenues  to  enter  the 
equalization  formula.  Third,  the  federal  compromise  on  mineral 
revenues  only  goes  part  of  the  way.  It  does  not  address  the  fact  that 
different  deposits  of,  say,  iron  ore  will  have  different  rents  associated 
with  them.  The  new  approach  still  treats  all  deposits  as  identical. 
This  arrangement  is  particularly  likely  to  create  difficulties  with 
respect  to  energy  royalties.  The  new  categories  for  energy  (see  the 
appendix  to  this  chapter),  such  as  mined  oil  and  heavy  oil,  are  more 
appropriate  than  the  previous  set  of  categories;  nevertheless  the  rents 
associated  with  alternative  sources  of  mined  oil  or  heavy  oil  can  vary 
considerably.  Moreover,  it  is  not  clear  where  offshore  oil  would  fit  into 
these  categories.  Perhaps  this  is  a  problem  for  the  next  set  of 
negotiations  over  equalization,  since  offshore  energy  will  probably  not 
be  on  stream  until  after  1987.  Nonetheless,  the  point  stands:  the 
combination  of  the  five-province  standard  and  the  100  per  cent 
eligibility  of  energy  revenues  under  the  RFPS  has  considerably 
heightened  provincial  concerns  over  the  definitions  of  tax  bases. 

Newfoundland  and  hydro 

Chapter  5  highlighted  the  problem  associated  with  defining  the  tax 
base  for  water  power  rentals  with  respect  to  Newfoundland  and 
Quebec.  To  recapitulate  briefly,  the  tax  base  was  defined  as  'the 
number  of  kilowatt  hours  of  electricity  generated  in  the  province  by 
publicly  and  privately  operated  electric  utilities  and  industrial 
establishments  from  hydro  sources....’  However,  the  1969  Churchill 
Falls  contract  gave  Hydro  Quebec  the  right  to  buy  almost  all  of  the 
output  from  Newfoundland’s  Churchill  Falls  for  40  years,  plus  an 
option  to  renew  the  arrangement  for  an  additional  25  years.  The  sale 
price  of  3  cents  per  kilowatt  hour  in  1977  will  fall  to  2  cents  if  Quebec 
renews  for  the  additional  25  years.  Since  electricity  now  commands 
roughly  ten  times  the  1977  price,  the  rent  transfer  is  enormous.  As 
the  Economic  Council  of  Canada  noted  a  few  years  ago: 

The  province  of  Newfoundland  estimated  [in  19781  the  loss  to 
the  province  to  be  in  excess  of  $400  million.  If  this  numerical 
exercise  were  performed  in  mid-1980,  by  which  time  world  oil 
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prices  may  have  increased  to  more  than  $35  per  barrel,  the 
forgone  revenue  would  be  in  the  order  of  $2  billion  per  year 
and  the  loss  to  the  province  in  excess  of  $1  billion  annually. 
(Economic  Council  of  Canada  1980,  121-22) 

To  add  insult  to  injury,  Newfoundland  is  assigned  the  tax  base  for 
the  hydroelectric  production  associated  with  Churchill  Falls,  and  its 
resultant  'have’  province  status  for  this  revenue  source  means  that  it 
also  suffers  a  decrease  in  equalization.  Over  the  last  few  years  the 
province’s  loss  in  terms  of  equalization  has  been  rising  rapidly, 
particularly  because  of  actions  by  British  Columbia: 

The  impact  on  Newfoundland  of  the  present  system  of 
equalizing  water  power  rentals  is  severe  and  will  become 
increasingly  onerous  if  provincial  revenues  from  water  power 
rentals  continue  to  increase.  In  this  regard,  the  Province  of 
British  Columbia  has  taken  actions  in  the  past  two  years 
which  have  increased  its  revenues  from  water  power  rentals 
eightfold,  i.e.,  from  $20  million  in  1980-81  to  an  estimated 
$165  million  in  1982-83.  This  action  by  B.C.  essentially 
explains  why  Newfoundland’s  negative  equalization  in  respect 
of  water  power  rentals  more  than  tripled  over  this  two  year 
span  to  over  $30  million.  B.C.  supported  its  tax  action  in 
terms  of  the  need  'to  bring  the  price  of  electricity  more  in  line 
with  oil  and  natural  gas  prices’.  The  new  B.C.  rental  rates  are, 
moreover,  scheduled  to  increase  again  on  January  1,  1984 
under  the  Water  Act,  B.C.  Regulation  240/60.  The  B.C. 
Department  of  Finance  has  advised  us  that  as  a  result  of  this 
increase  their  projected  revenues  from  water  power  rentals  in 
1984-85  will  reach  $250  million.  This  level  would  increase 
Newfoundland’s  equalization  loss  to  approximately  $45 
million. 

If  other  provinces  were  to  follow  the  B.C.  lead,  total 
provincial  revenues  from  water  power  rentals  could  increase 
substantially  further.  B.C.  accounts  for  about  75  per  cent  of 
total  provincial  revenues  from  water  power  rentals  as  of  1982- 
83,  but  for  only  about  19  per  cent  of  the  total  tax  base.  If  other 
provinces  were  to  match  B.C.’s  tax  effort,  total  provincial 
revenues  from  water  power  rentals  could  be  well  in  excess  of 
$1  billion  and  Newfoundland’s  negative  equalization  could  be 
in  excess  of  $200  million  if  the  present  base  is  retained. 
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In  fact,  other  provinces  are  unlikely  to  match  what  B.C.  has 
done.  In  particular,  Quebec,  Manitoba  and  Newfound¬ 
land — which  collectively  account  for  about  63  per  cent  of  the 
total  provincial  base — might  be  somewhat  cautious  about  in¬ 
creasing  their  revenues  from  water  power  rentals  because, 
unlike  B.C.,  these  provinces  receive  equalization  and  their 
entitlements  would  be  somewhat  reduced  by  any  steps  they 
take  to  increase  their  own  revenues  [because  they  are  'have’ 
provinces  for  this  revenue  source].  These  provinces  would,  to 
be  sure,  have  a  net  gain  in  each  case  from  increasing  their 
rental  levels.  However,  they  might  choose  to  increase  their 
revenues  from  water  power  in  some  other  form  where  the 
equalization  offset  would  be  less.  On  the  other  hand, 
Ontario — which  accounts  for  15  per  cent  of  the  total  base — 
does  not  receive  equalization  and  would  not  have  this  concern. 
(Department  of  Finance  1983,  Annex  P,  4) 

Newfoundland’s  annual  equalization  loss  of  $30  million  now  and 
possibly  $45  million  in  the  next  few  years  is  to  be  compared  with  the 
$28  million  in  actual  tax  revenues  that  it  collected  from  water  power 
rentals  in  1982-831 

Not  surprisingly,  the  federal  government  responded  to 
Newfoundland’s  request  to  alter  the  tax  base  for  water  power  rentals. 
Of  the  several  possible  alternatives  the  option  selected  was  the 
following: 

—  For  provinces  other  than  Quebec  and  Newfoundland  the  tax  base 
will  be  the  number  of  megawatt  hours  of  electricity  generated  from 
hydro  sources. 

—  The  tax  base  for  Quebec  and  Newfoundland  (defined  as  above)  will 
initially  be  consolidated  into  a  single  tax  base.  It  will  then  be 
allocated  between  these  two  provinces  in  accordance  with  their 
relative  shares  of  gross  revenues  from  the  sale  of  all  electricity 
generated  within  the  provinces. 

This  approach  has  the  dual  advantage  of  (a)  allocating  the  tax  base 
between  these  two  provinces  more  in  line  with  their  ability  to  extract 
rents  from  this  source  and  (b)  being  sufficiently  flexible  to 
accommodate  automatically  any  change  in  the  Churchill  Falls 
contract  (which  would  presumably  reallocate  the  shares  of  total 
revenues).  However,  it  has  the  disadvantage  that  the  province  with 
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the  higher  tax  effort  (i.e.,  higher  tax  rate)  is  assigned  a 
correspondingly  larger  share  of  the  joint  base.  Consequently  this  new 
base  is  probably  best  viewed  as  a  temporary  solution  that  can  be 
reviewed  in  connection  with  the  1987  equalization  negotiations. 

Compared  with  the  previous  definition,  this  new  base  is  estimated 
to  increase  Newfoundland’s  equalization  (or  rather  decrease  its 
negative  entitlements)  for  1982-83  by  roughly  $30  million  and  to 
decrease  Quebec’s  equalization  by  $20  million.  These  new  definitions 
were  not  incorporated  in  Tables  12.1  to  12.4  above,  but  they  are 
reflected  in  the  more  recent  estimates  presented  in  the  appendix  to 
this  chapter. 

There  are  two  further  comments  to  be  made.  First,  in  seeking- 
alternatives  to  this  problem  the  federal  government  decided  not  to  opt 
for  rolling  all  of  the  various  revenue  sources  for  electricity  into  a 
single  tax  base.  This  tax  base  would  have  included  (i)  water  power 
rentals,  (ii)  remitted  profits  on  provincially  owned  hydros,  (iii) 
provincial  corporation  income  tax  revenues  derived  from  private 
sector  producers  of  electricity,  and  (iv)  federal  corporation  income  tax 
revenues,  from  private  sector  producers  of  electricity,  shared  with  the 
provinces  under  the  Public  Utilities  Income  Tax  Transfer  Act.  Nor  did 
Ottawa  opt  for  merging  water  power  rentals  with  the  catch-all 
category,  miscellaneous  revenues.  Instead,  water  power  rentals  were 
maintained  as  a  separate  category  for  reasons  that  include  the 
following: 

A. ..reason  for  not  eliminating  water  power  rentals  as  a 
separate  revenue  source  is  that  it  would  be  directly  opposite  to 
the  recommendations  of  a  number  of  Canadian  academics  who 
argue  that  the  weight  of  water  power  rentals  in  the 
equalization  system  should  be  increased  to  take  account  of  the 
enormous  revenues  that  are  forgone  by  provinces  that  sell 
electricity  at  prices  that  are  far  below  its  potential  market 
value,  based  upon  its  opportunity  cost.  (Ibid.,  11) 

This  comment,  along  with  a  similar  one  by  the  Parliamentary  Task 
Force,  may  indicate  that  future  equalization  revisions  will  indeed 
move  in  the  direction  of  incorporating  forgone  as  well  as  actual 
revenues  into  the  definitions  of  the  tax  bases. 


365 


Equalization  payments 


Second,  it  is  important  to  point  out  that  the  water  power  rental 
problem  has  nothing  to  do  with  the  shift  from  RNAS  to  RFPS.  It 
would  have  arisen  with  almost  equal  force  had  the  RNAS  approach 
been  extended.  It  has  merited  discussion  in  this  chapter  because  it 
was  the  1982  revision  of  equalization  that  finally  grappled  with  this 
long-standing  concern. 

CONCLUSION 

The  previous  chapter  focused  on  the  series  of  events  leading  up  to  the 
implementation  of  the  RFPS.  The  present  chapter  has  dealt  with  the 
mechanics  of  the  RFPS  formula,  the  equalization  flows  it  generates, 
and  the  characteristics  of  the  transition  from  RNAS  to  RFPS.  The 
latter  part  of  the  chapter  discussed  some  of  the  internal  workings  of 
the  RFPS.  The  appendix  to  this  chapter  outlines  the  revised  tax  bases 
in  more  detail  and  presents  up-to-date  estimates  for  1982-83 
equalization  flows.  The  purpose  of  the  last  of  the  three  chapters 
dealing  with  our  new  equalization  program  is  to  assess  and  evaluate 
the  RFPS. 

NOTES 

1  This  comparison  is  a  bit  misleading  because  revenue  source  34  is  included  in  the 
calculation  of  the  Ontario  standard  in  all  of  the  tables,  whereas  in  reality  the  source 
was  not  in  the  proposed  ROS  but  was  added  as  part  of  the  RFPS.  The  reader  can 
make  the  adjustment  by  subtracting  the  per  capita  equalization  for  revenue  source 
34  (Table  12.3)  from  the  Ontario  standard  per  capita  figures  in  row  B  of  Table  12.5. 
This  deduction  ranges  from  $53  for  Newfoundland  to  $13  for  Manitoba.  Had  Ottawa 
stuck  to  the  ROS,  it  is  possible  that  this  source  would  have  been  added  to  it. 
However,  to  repeat,  it  was  not  included  in  the  original  ROS. 

2  Much  of  this  section  is  adopted  wrord  for  word  from  Courchene  ( 1983b). 

3  However,  it  is  important  to  note  that  the  cost  to  the  provinces  of  moving  from  the 
Ontario  standard  to  the  RFPS  with  respect  to  these  nonresource  revenues  was  much 
less  than  these  figures  indicate.  This  is  so  because  of  the  interaction  between  the 
equalization  program  and  the  funding  for  the  established  programs.  Under  the 
latter,  the  provinces  are  guaranteed  a  specific  amount  per  annum — part  of  which  is 
made  up  of  the  equalized  value  of  transferred  personal  income  tax  points  (roughly 
12.5  points)  and  1  corporate  tax  point  and  the  remainder  of  which  is  a  cash  grant. 
Since  the  equalized  value  of  the  tax-point  transfer  is  less  under  the  RFPS  than  it  is 
under  the  Ontario  standard  (compare  categories  1  and  2  for  the  ROS  and  for  the 
RFPS  in  Table  12.2),  any  decline  in  equalization  for  these  tax-point  transfers  will  be 
offset  in  full  by  an  increase  in  the  cash  component.  Just  after  the  February  1982 
First  Ministers  Conference,  the  federal  government  issued  a  release  that  compared 
total  cash  flow's  under  the  RFPS  and  the  ROS.  For  the  former,  Ottawa  included  not 
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only  the  increased  cash  flow  referred  to  in  the  previous  sentence,  but  also  the 
transitional  guarantees  to  Quebec  and  Manitoba.  Overall,  the  two  approaches  for 
1982-83  differed  by  only  some  $15  million.  While  our  concern  in  this  paper  is  with 
the  formula-generated  equalization  payments,  this  note  serves  as  an  effective 
reminder  that  the  equalization  program  is  part  of  a  complicated  package  and  that  it 
is  not  entirely  appropriate  to  view  it  in  isolation  from  its  larger  context. 

4  The  $10  billion  dollar  figure  is  roughly  the  value  of  resource  revenues  from  sources 
15-23,  30,  and  32.  See  the  last  column  of  Table  12.1. 

5  Even  in  this  case  the  results  are  similar  only  if  one  takes  the  initial  definitions  of 
'have’  and  'have-not*  provinces  as  given.  It  is  possible  for  a  province  to  be  a  'have-not* 
province  with  respect  to  the  national-average  standard  and  a  'have’  province  with 
respect  to  the  five-province  standard  for  the  same  tax  base.  This  possibility  is  set 
aside  in  generating  the  above  results. 
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1982-83  equalization  and  tax  bases 
latest  estimates 


The  data  set  for  1982-83  employed  in  the  text  proper  dates  from  March 
1982.  It  was  the  first  estimate  of  equalization  for  fiscal  year  1982-83. 
For  many  purposes  related  to  the  evaluation  of  the  new  RFPS 
program  it  represents  the  ideal  data  set.  However,  because  the 
severity  of  the  recession  was  not  fully  anticipated  as  of  March  1982, 
several  components  of  the  equalization  projections  are  far  wide  of  the 
mark.  This  is  particularly  true  of  the  estimates  of  provincial  revenues 
for  cyclically  sensitive  sources  such  as  business  income  revenues.  The 
data  that  appear  in  the  first  part  of  this  appendix  represent  the 
Department  of  Finance’s  fifth  estimate  of  equalization  flows  for  1982- 
83  (dated  6  October  1983),  and  they  are  the  latest  figures  available 
prior  to  going  to  press.  I  hasten  to  add  that  they  are  not  the  final 
estimates  for  1982-83.  However,  they  should  provide  a  fairly  accurate 
picture  of  what  these  final  numbers  will  eventually  be. 

The  second  part  of  this  appendix  is  devoted  to  listing  and  describing 
briefly  the  new  revenue  sources  and  the  definitions  of  the 
corresponding  tax  bases. 

THE  LATEST  EQUALIZATION  FIGURES  FOR  1982-83 

Table  12A.1  presents  data  by  revenue  source  relating  to  provincial 
revenues  evaluated  at  national  average  tax  rates.  (The  37  revenue 
sources  are  defined  later  in  this  appendix.)  The  final  column  of  the 
table  presents  the  per  capita  RFPS  yield.  Per  capita  equalization 
entitlements  by  province  for  each  revenue  source  can  be  calculated  by 
simply  subtracting  the  province’s  per  capita  yield  from  the  RFPS 
yield.  Similarly,  the  aggregate  per  capita  entitlements  for  each 
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Equalization  payments 


revenue  source  can  be  obtained  from  the  total  or  aggregate  figures. 
From  the  'total’  row  of  the  table  the  aggregate  RFPS  figure  is 
$2,394.64  per  capita.  Per  capita  equalization  entitlements  appear  as 
the  last  row  of  the  table.  They  are  obtained  from  a  comparison  of  each 
province’s  aggregate  with  the  RFPS  aggregate. 

At  this  juncture  some  comparison  with  the  March  1982  estimates  is 
in  order.  In  the  March  1982  data  the  per  capita  value  of  the  five- 
province  standard  was  $2,540.77  (Table  12.2).  The  October  1983 
estimate  of  the  RFPS  per  capita  aggregate  is  nearly  $150  lower. 
Further  comparison  of  Table  12A.1  with  Table  12.2  reveals  that  the 
estimates  of  the  per  capita  aggregates  of  the  'have-not’  provinces  have 
also  declined,  but  not  by  as  much.  Hence,  the  per  capita  entitlements 
in  the  last  row  of  Table  12A.1  are  all  lower  than  the  corresponding 
entitlements  in  the  last  row  of  Table  12.3. 

Most  of  the  decrease  in  the  more  recent  equalization  estimates 
arises  because  the  earlier  projections  for  provincial  revenues  were  too 
high.  For  example,  business  income  revenues,  the  bulk  of  which 
consist  of  corporate  profits,  were  initially  forecast  to  be  $4^  billion 
(last  column,  Table  12.1).  The  recent  estimates  put  these  revenues  at 
just  under  $2^  billion  (last  column,  Table  12A.2).  Not  all  of  this  drop 
is  attributable  to  the  recession:  for  example,  in  the  spring  of  1982 
Ontario  declared  a  two-year  corporate  tax  holiday  for  small  business, 
reducing  the  provincial  small  business  corporate  tax  rate  to  zero. 
Estimates  of  energy  revenues  have  also  tumbled:  the  sum  of  the 
energy  revenue  categories  in  Table  12.1  is  $8.8  billion.  From  Table 
12A.2,  the  estimate  of  energy  revenues  is  now  $4.9  billion  (although 
the  energy  revenues  have  been  reclassified  since  the  earlier  estimates 
were  made,  no  new  sources  have  been  added). 

Table  12A.2  presents  data  on  the  dollar  equalization  flow  by 
province  and  by  revenue  source.  I  shall  highlight  one  or  two  of  the 
table’s  entries,  focusing  first  on  the  aggregate  figures.  Total 
equalization  entitlements  from  the  October  1983  estimates  equal 
$4,183.7  million,  compared  with  $4,557.6  million  in  the  March  1982 
projections  (Table  12.4).  This  decrease  has  dramatically  altered  the 
operations  of  the  RFPS,  since  the  transitional  guarantees  now  become 
operative  for  most  recipient  provinces  and  not  just  for  Quebec  and 
Manitoba  as  reported  in  the  text.  The  values  for  the  transitional 
guarantees  by  province  appear  in  the  second-last  row  of  Table  12A.2. 
The  reader  will  note  that,  except  in  Newfoundland’s  case,  these 
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department  of  Finance  (1983,  Summary 


Equalization  payments 


guarantee  levels  are  higher  than  the  guarantee  levels  that  appear  in 
Table  12.7.  This  is  so  because  more  recent  estimates  are  now 
available  for  the  equalization  flows  in  row  1  of  Table  12.7.  These  new 
data  also  date  from  October  1983  and  they  represent  the  seventh 
estimate  of  equalization  for  1981-82.  Basically,  the  latest  estimates 
reveal  a  higher  level  of  1981-82  equalization  for  all  provinces  but 
Newfoundland.1 2  Following  the  logic  of  Table  12.7,  this  will  result  in 
higher  transitional-guarantee  levels. 

The  final  row  of  Table  12A.2  presents  the  most  recent  estimates  of 
equalization  flows.  For  all  provinces  except  Newfoundland , 
equalization  flows  for  1982-83  equal  the  transitional  guarantees , 
yielding  an  aggregate  federal  payment  to  these  provinces  of  $4,865 
million.  Newfoundland’s  formula-generated  payment  is  only  some 
$24  million  above  its  transitional  guarantee.  This  is  less  than  the 
gain  in  equalization  to  Newfoundland  from  altering  the  water  power 
rentals  tax  (discussed  in  the  text  above).  Thus,  without  this  tax-base 
change,  let  alone  the  modifications  to  mineral  revenues, 
Newfoundland  would  also  qualify  for  the  transitional  guarantee. 

If  the  level  of  economic  activity  picks  up,  it  is  likely  that  some  of 
these  provinces  will  have  formula-generated  payments  that  exceed 
the  transitional-guarantee  levels.  However,  preliminary  estimates 
for  1983-84  indicate  that  the  five  provinces  still  continue  to  qualify  for 
the  guarantee. 

In  terms  of  individual  revenue  sources,  a  few  comments  are 
probably  warranted. 

1  From  Table  12A.1,  all  of  the  tax  base  for  revenue  source  21  (one  of 
the  reclassified  energy  sources,  ’mined’  oil  revenues)  is  located  in 
Alberta.  Since  Alberta  is  not  in  the  standard,  the  $290  million  of 
provincial  revenues  from  this  source  will  generate  zero  equalization, 
as  of  course  is  revealed  in  Table  12A.2.  The  only  other  revenue  source 
whose  entire  base  is  situated  in  a  single  province  is  potash  revenues 
(source  31).  But  since  Saskatchewan  is  in  the  standard,  potash 
revenues  do  generate  equalization  flows.  (Note  that  New  Brunswick 
too  has  begun  producing  potash.) 

2  The  reclassification  of  the  energy  revenues  has  had  little  effect  on 
equalization  flows.  In  the  March  1982  estimates,  which  used  the  old 
classification,  each  dollar  of  energy  revenue  entering  the  formula 
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generated  6.9  cents  of  equalization.  The  corresponding  figure  in 
Tables  12A.2  is  7.7  cents  per  dollar. 

3  Although  the  1982  Fiscal  Arrangements  Act  runs  in  terms  of  33 
revenue  sources,  the  manner  in  which  the  regulations  pursuant  to  the 
act  defined  the  tax  base  for  minerals  (see  Chapter  12)  has  resulted  in 
there  being  five  rather  than  one  mineral  category — sources  26 
through  30.  This  is  why  there  are  37  rather  than  33  revenue  sources 
in  the  new  federal  estimates  for  equalization.  As  noted  in  the  text, 
Newfoundland  was  the  province  that  requested  this  tax  base 
modification.  Compared  with  Table  12.4,  where  minerals  are  still 
classified  as  a  single  category  and  where  this  province’s  negative 
entitlement  was  $24.2  million,  the  new  classification  in  Table  12A.2 
(categories  26  to  30)  reduces  this  negative  entitlement  to  $12.2 
million. 

THE  TAX  BASES:  A  BRIEF  DESCRIPTION 

Table  12A.3  defines  the  tax  bases  for  the  revenue  sources.  These 
definitions  have  been  supplied  by  the  federal  Department  of  Finance. 
The  first  point  to  note  is  that  this  table  lists  only  33  revenue  sources, 
whereas  Tables  12A.1  and  12A.2  list  37.  Table  12A.3  corresponds  to 
the  legislation,  whereas  Tables  12A.1  and  12A.2  (also  adopted  from 
Department  of  Finance  information  in  the  same  time  frame)  are 
geared  to  the  practice  of  equalization.  For  example,  the  legislation 
indicates  that  there  is  only  one  category  for  mineral  revenues,  other 
than  potash — revenue  source  25  in  Table  12A.3.  However,  as  the 
description  of  the  tax  base  in  the  table  indicates,  the  fact  of  the  matter 
is  that  five  mineral  categories  are  treated  separately.  Hence,  in 
presenting  equalization  estimates  the  Department  of  Finance  shows 
five  categories  for  minerals  (sources  26  through  30  in  Table  12A.1). 
Presumably  it  will  continue  to  do  so.  Much  the  same  point  applies  to 
revenue  source  17  in  Table  12A.3.  As  the  description  of  the  tax  base 
indicates,  for  calculation  purposes  this  is  presented  as  two  separate 
categories  (sources  17  and  18  of  Tables  12A.1  and  12A.2). 

While  Table  12A.3  is  self-explanatory,  there  are  two  further  points 
that  are  of  particular  interest.  The  first  of  these  relates  to  the  final 
revenue  source  in  the  table,  which  incorporates  the  shared  revenues 
from  offshore  minerals.  As  yet,  this  component  has  zero  revenues. 
When  offshore  revenues  do  come  on  stream  for  the  Atlantic  Provinces 
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Appendix:  1982-83  equalization  and  tax  bases 


they  will  apparently  lose  the  entire  amount  of  these  revenues  in 
equalization,  since  the  base  in  the  five  representative  provinces  will 
be  zero  (except  perhaps  for  British  Columbia). 

Second,  the  tax  base  for  revenue  source  32  (essentially 
miscellaneous  provincial/local  revenues)  is  intriguing,  to  say  the 
least.  It  is  a  weighted  average  of  the  tax  bases  for  all  revenue  sources 
other  than  those  related  to  natural  resource  revenues.  This  is 
essentially  the  tax  base  Dy,  which  played  a  major  role  in  the  Quebec 
proposal  discussed  in  the  appendix  to  Chapter  11. 

NOTES 

1  For  the  interested  reader,  the  most  recent  estimates  of  1981-82  equalization  are  (in  $ 
millions):  Newfoundland,  427;  Prince  Edward  Island,  107;  Nova  Scotia,  526;  New 
Brunswick,  445;  Quebec,  2,470;  Manitoba,  400. 
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13 

RFPS:  an  evaluation 


Barring  unforeseen  action  on  the  part  of  the  federal  government,  the 
RFPS  program  will  be  in  place  for  the  Five-year  period  1982-87.  The 
purpose  of  this  chapter  is  to  cast  both  a  retrospective  and  prospective 
eye  on  the  RFPS  approach.  How  does  it  fare  in  terms  of  addressing  the 
range  of  problems  associated  with  the  old  RNAS  approach?  What  new 
problems  is  the  RFPS  likely  to  generate?  How  does  the  RFPS  stack  up 
in  terms  of  the  underlying  theory  of  equalization  and,  in  particular,  in 
terms  of  the  manner  in  which  it  handles  resource  rents?  These  are  the 
types  of  issues  addressed  below. 

The  evaluation  begins  by  focusing  on  the  'politics’  of  equalization. 
The  old  formula  was  reeling  under  a  set  of  increasingly  arbitrary 
restrictions,  which  were  in  some  measure  undermining  the  public’s 
acceptance  of  equalization.  In  this  respect,  the  RFPS  formula  does,  on 
the  surface  at  least,  appear  to  fare  well.  However,  scratching  the 
surface  a  bit  reveals  that  the  RFPS  ushers  in  an  entirely  new  set  of 
concerns.  The  second  part  of  the  assessment  evaluates  the  RFPS  in 
the  context  of  the  theory  of  equalization.  The  Final  section  assesses 
the  RFPS  in  terms  of  the  series  of  long-standing  concerns  dealt  with  in 
Chapter  5,  such  as  gross  versus  net  revenues  and  moral  hazard. 

THE  POLITICS  OF  EQUALIZATION 
Advantages  of  the  RFPS 

In  one  fell  swoop,  as  it  were,  the  RFPS  eliminates  all  or  most  of  the 
arbitrary  restrictions  associated  with  the  previous  formula. 
SpeciFically: 


380 


RFPS:  an  evaluation 


1  Comprehensive  revenue  source  coverage.  The  move  to  include  local 
or  municipal  revenue  sources  in  the  formula  means  that  virtually  all 
provincial  and  local  revenues  are  now  eligible  for  equalization.  It 
would  appear  that  the  only  major  revenue  category  not  included  is  the 
interest  or  investment  income  of  provincial  governments  from  such 
things  as  heritage  funds.  However,  this  aside  (and  ignoring  those 
potential  revenues  transferred  to  the  public  in  the  form  of  reduced 
electricity  prices,  etc.),  the  revenue  coverage  is  comprehensive. 
Interestingly  enough,  in  this  sense  the  RFPS  is  now  fully  in  tune  with 
the  Rowell-Sirois  Commission’s  National  Adjustment  Grants,  which 
were  to  have  been  determined  on  the  basis  of  the  combined  revenues  of 
provincial  and  local  authorities.  The  perennial  requests  by  certain 
provinces  for  an  extension  of  coverage  would  now  appear  to  have  been 
met. 

2  Identical  treatment  of  all  revenue  categories.  Under  the  RFPS,  100 
per  cent  of  all  revenue  sources  are  eligible  to  enter  the  equalization 
formula.  In  this  sense  too  the  new  program  is  comprehensive. 

3  Removal  of  the  personal  income  override.  Under  the  RFPS,  Ontario 
continues  to  be  ineligible  to  receive  equalization.  However,  this 
results  from  the  internal  workings  of  the  program  and  not  from  an 
arbitrary  restriction;  that  is,  the  personal  income  override,  which 
generated  so  much  concern,  is  now  gone. 

4  The  removal  of  other  arbitrary  measures.  There  is  no  longer  a  limit 
on  the  amount  of  equalization  that  can  arise  from  resource  revenues: 
the  'resource  cap’  associated  with  the  old  formula  is  also  gone. 
Moreover,  all  resource  revenues  now  enter  the  program  on  an  equal 
footing,  so  discrimination  in  this  regard  has  also  been  eliminated. 

5  Energy  revenues  will  no  longer  drive  the  formula.  Because  the 
equalization  generated  by  energy  revenues  has  been  substantially 
reduced  by  the  move  to  a  standard  that  excludes  Alberta,  the  system 
will  no  longer  be  driven  by  energy  revenues.  This  was  probably  a  goal 
of  the  framers  of  the  new  program.  Under  the  RNAS,  Nova  Scotia’s 
energy-related  equalization  would  rise  proportionally  with  any 
upsurge  in  Alberta’s  energy  royalties,  despite  the  fact  that  it  was  not 
obvious  that  the  former  province’s  cost  of  providing  public  services 
had  correspondingly  increased.  Viewed  in  this  way,  the  reduction  in 
the  sensitivity  of  equalization  flows  to  the  revenue  fortunes  of  the 
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energy-rich  provinces  may  be  seen  as  an  advantage  of  the  RFPS. 
However,  as  will  be  shown  below,  there  are  also  some  important 
disadvantages  associated  with  the  manner  in  which  the  RFPS  handles 
energy  rents. 

Thus,  the  RFPS  can  be  viewed  as  a  stroke  of  political  genius.  The 
features  enumerated  above  transform  equalization  into  a  universal 
and  comprehensive  system.  However,  in  many  ways  the  RFPS  system 
is  too  ingenious  since  it  also  generates  its  own  set  of  problems,  not  all 
of  which  were  associated  with  the  previous  formula. 

Disadvantages  of  the  RFPS 

1  The  GNP  cap.  While  the  resource  cap  is  gone,  it  has  been  replaced 
with  an  overall  limit,  based  on  the  rate  of  GNP  growth,  on  how  rapidly 
equalization  payments  can  increase.  This  does  serve  to  offset,  and  in  a 
rather  substantial  way,  the  other  moves  toward  comprehensiveness 
and  toward  freeing  equalization  from  arbitrary  constraints. 
Moreover,  at  the  time  of  the  legislation  introducing  the  RFPS,  the 
expectation  was  that  the  GNP  cap  would  become  binding.  If  the  cap 
does  become  binding,  the  net  result  will  be,  in  effect,  the  block-funding 
alternative  elaborated  on  in  Chapter  6;  that  is,  overall  equalization 
flows  will  be  dictated  not  by  the  equalization  formula  but  by  the 
operations  of  the  GNP  cap.  The  role  of  the  equalization  formula  will 
be  to  allocate  this  'externally  determined’  total  equalization  flow 
among  the  recipient  provinces.  In  the  view  of  some  students  of 
equalization,  this  restriction  would  qualify  as  one  of  the  drawbacks  of 
the  new  formula. 

A  second  effect  of  the  GNP  cap  could  prove  even  more  troublesome. 
If  the  cap  does  become  binding,  rates  of  equalization  growth  will  differ 
markedly  from  one  recipient  province  to  another.  Specifically,  rates  of 
equalization  growth  for  the  four  Atlantic  Provinces  will  probably  be  in 
excess  of  GNP  growth  as  measured  from  the  1982-83  base  while  the 
equalization  fiows  to  Quebec  and  particularly  Manitoba  will  probably 
be  much  less  than  GNP  growth.  Politically,  how  does  one  roll  back 
Manitoba’s  payments  when  this  province  already  feels  that  it  has  been 
dealt  a  severe  blow  by  the  switch  from  RNAS  to  RFPS?  As  Manitoba’s 
premier,  Howard  Pawley,  remarked  in  his  notes  for  the  February  1983 
First  Ministers’  Conference: 
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it  seems  inconceivable  that,  at  the  same  time  as  we  are 
moving  to  that  principle  [equalization]  in  the  Constitution, 
the  Federal  Government  is  also  moving  to  set  aside — without 
adequate  understanding  of  the  consequences — the  very  form¬ 
ula  which  has  given  effect  to  that  principle  for  the  last  fifteen 
years.  (Pawley  1982,  11) 

Manitoba’s  situation  is  also  relevant  to  another  potential  defect  of  the 
new  formula,  the  transitional  guarantees.  This  is  particularly  the 
case  since  the  reality  of  the  situation  is  that  the  GNP  cap  will  not  be 
binding;  rather,  the  provisions  on  the  lower  bound  of  payments  will 
come  into  play. 

2  The  transitional  guarantees.  Whenever  there  is  a  marked  shift  in  a 
major  program,  one  can  expect  the  introduction  of  a  set  of  transitional 
arrangements  designed  to  ease  the  adjustment  from  one  system  to 
another.  The  fact  that  five  out  of  the  six  recipient  provinces  are 
expected  to  fall  back  on  the  guarantee  level  for  1982-83  payments, 
while  no  doubt  embarrassing,  can  at  least  be  chalked  up  to  the 
recession.  Had  the  RNAS  program  remained  in  force  for  1982-83, 
equalization  estimates  would  probably  have  decreased  even  more 
between  March  1982  and  October  1983  than  they  have,  given  the 
dramatic  fall  in  energy  revenues  over  that  period  and  the  weight  that 
energy  carried  in  the  RNAS  formulation. 

Nonetheless,  the  transitional  guarantees  do  present  some  longer- 
term  concerns.  Given  that  the  formula-generated  RFPS  payments  to 
Manitoba  are  so  low  relative  to  Manitoba’s  entitlements  under  the  old 
scheme,  it  is  possible,  even  likely,  that  this  province  will  suffer  a  year- 
to-year  decline  in  equalization  payments  once  the  three-year  period  of 
transitional  guarantees  terminates.  What  happens  then?  The 
provision  for  a  minimum  level  of  payments  (see  Chapter  11),  as 
distinct  from  the  transitional  guarantees,  will  provide  some 
protection,  but  the  floor  will  not  prevent  Manitoba’s  equalization 
entitlements  from  falling.  The  question  still  remains:  Will  we  allow 
Manitoba’s  payments  to  fall  in  absolute  terms  in  1985-86  compared 
with  1984-85,  while  equalization  for  the  rest  of  recipient  provinces 
continues  to  increase?  Not  likely.  To  put  the  matter  differently,  one 
can  confidently  predict  some  extension  of  the  transitional 
(permanent!)  guarantees  in  this  circumstance. 
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A  related  point  is  the  following.  The  discussion  of  the  advantages  of 
the  RFPS  emphasized  the  formula’s  universality,  its 
comprehensiveness,  and  its  removal  of  arbitrary  restrictions. 
However,  for  1982-83,  the  RFPS  formula  as  such  is  irrelevant  to  the 
determination  of  equalization  payments ,  except  for  Newfoundland:  the 
transitional  guarantees  call  the  tune.  One  can  of  course  view  these 
guarantees  as  part  of  the  RFPS  formula.  But  the  notion  that 
equalization  has  been  put  on  a  more  'acceptable’  basis  is  essentially 
empty  if  the  payments  themselves  are  determined  more  by  the 
arbitrary  constraints  than  by  the  formula.  At  the  very  best,  the  RFPS 
system  is  off  to  a  questionable  start. 

3  The  new  standard.  Equalizing  to  a  five-province  standard  rather 
than  to  a  national-average  standard  was  the  alternative  that 
permitted  the  move  toward  greater  comprehensiveness.  With  Alberta 
out  of  the  standard,  100  per  cent  of  energy  revenues  could  now  be 
brought  into  the  formula  without  fear  that  equalization  would 
mushroom.  Indeed,  the  substantial  reduction  in  energy-related 
equalization  under  the  RFPS  relative  to  the  RNAS  is  what  allowed 
property  taxes  for  local  purposes  to  be  incorporated  in  the  list  of 
covered  revenue  sources.  However,  this  advantage  of  the  switch  from 
a  national-average  to  a  five-province  standard  is  offset  by  some 
genuine  concerns. 

Principal  among  these  sources  of  concern  is  the  circumstance  that 
the  level  of  equalization  payments  is  now  a  function  of  whether 
changes  in  economic  activity  take  place  in  provinces  that  are  in  or 
that  are  out  of  the  standard.  Under  the  old  RNAS  version,  a 
movement  of  population  from  Quebec  to  another  province  or  a 
corporate-headquarters  shift  out  of  Quebec  had  a  determinable  effect 
on  equalization  irrespective  of  the  province  in  which  these  factors 
relocated.  Not  so  under  the  RFPS,  as  the  analysis  in  the  last  chapter 
demonstrated.  The  problem  is  not  only  that  the  amount  of 
equalization  can  vary  with  interprovincial  shifts  in  economic  activity, 
but  also  that  the  direction  of  the  variation  (upward  or  downward)  in 
equalization  flows  can  vary  with  the  provinces  involved.  There  are 
already  enough  regional  strains  on  our  federation  without  the 
equalization  program’s  contributing  further  incentives  for  some 
provinces  not  to  be  indifferent  to  development  prospects  in  other 
provinces.  It  might  be  argued  that  this  may  not  be  a  serious  problem 
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in  practice,  at  least  relative  to  some  of  the  other  problems  created  by 
the  new  standard.  Nevertheless,  the  fact  that  Newfoundland’s  level  of 
equalization  depends  in  part  on  whether  a  firm  leaving  Quebec 
relocates  in  Ontario  or  Alberta  surely  represents  a  backward  step  in 
the  evolution  of  the  Canadian  system  of  equalization  payments. 

4  Resources  and  the  RFPS.  Under  the  RNAS,  with  50  per  cent  of 
nonrenewable-resource  revenues  but  100  per  cent  of  renewable- 
resource  revenues  entering  the  formula,  there  was  a  built-in  incentive 
for  'have-not’  provinces  to  favour  the  development  of  their 
nonrenewable,  relative  to  their  renewable,  resources.  This 
differential  treatment  has  been  eliminated  under  the  RFPS,  but  some 
other  disincentives,  probably  more  serious,  have  been  built  into  the 
new  system.  As  is  demonstrated  in  the  technical  appendix  to  this 
study,  if  a  'have-not’  province  not  included  in  the  standard  (i.e.,  any  of 
the  Atlantic  Provinces)  develops  its  resource  bases,  and  if  its  tax  rate 
for  these  bases  is  identical  to  the  national  average  tax  rate,  its 
equalization  loss  will  exactly  offset  its  own-revenue  gain  (i.e.,  its  total 
revenues  will  remain  unchanged).  If  its  tax  rate  is  lower,  it  will  lose 
revenues  overall.  This  assumes,  moreover,  that  tax  bases  are  defined 
in  terms  of  their  rent  potential.  Suppose  that  the  tax  base  is  defined  in 
terms  of  units  of  output  and,  further,  that  the  rent  extractable  from  a 
given  unit  of  output  is  less  in  the  Atlantic  region  than  it  is  in  the  rest 
of  Canada:  in  this  case,  resource  development  in  an  Atlantic  province 
will  decrease  the  province’s  overall  revenues.  And  this  revenue 
decrease  will  not  include  the  revenue  'losses’  associated  with  any 
resource  development  expenditures — the  money  that  the  province  has 
spent  (on  roads,  communications,  etc.)  in  order  to  develop  the  tax  base. 
In  short,  the  RFPS  creates  a  very  serious  disincentive  to  resource 
development  in  'have-not’  provinces. 

The  comparative  nature  of  this  disincentive  across  provinces  is  also 
of  concern.  For  a  'have-not’  province  inside  the  standard  (such  as 
Quebec  or  Manitoba)  the  revenue-loss  offset  will  be  smaller  (i.e.,  less 
than  100  per  cent)  than  it  will  be  for  a  'have-not’  province  outside  the 
standard.  However,  for  the  four  'have’  provinces,  there  is  no  revenue 
offset.  It  is  true  that  unless  one  were  to  move  to  a  revenue-sharing 
pool  it  would  be  difficult  to  have  the  same  tax  rates’  apply  to  resource 
development  across  all  provinces.  But  the  range  under  the  RFPS  is 
surely  inappropriate— zero  own-revenue  offset  for  'have’  provinces 
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and  100  per  cent  own-revenue  offset  for  nonstandard,  'have-not’ 
provinces. 

As  long  as  gross  revenues  (i.e.,  no  deduction  for  expenses  to  develop 
the  resources)  continue  to  enter  the  formula,  it  seems  to  me  that  the 
Saskatchewan  proposal — RNAS-20  (see  the  appendix  to  Chapter 
11) — or  some  reasonable  facsimile  is  preferable  to  RFPS  insofar  as  it 
incorporates  reasonable  incentives  for  resource  development.  Indeed, 
the  50  per  cent  eligibility  for  resource  revenues  under  the  RNAS  was 
also  probably  preferable  to  the  RFPS  as  far  as  these  incentives  are 
concerned. 

As  a  final  and  related  comment,  it  is  probably  a  safe  bet  that 
concern  about  the  definition  of  tax  bases  under  the  RFPS  will  grow 
considerably,  given  that  more-than-confiscatory  equalization 
reductions  can  arise  under  inappropriately  defined  bases  for  the 
various  revenue  sources. 

RFPS  AND  THE  THEORY  OF  EQUALIZATION 

It  is  useful  to  distinguish  between  the  two  basic  approaches  to 
equalization.  The  traditional  approach  falls  back  on  the  Rowell-Sirois 
or,  more  recently,  the  constitutional  rationale:  equalization  payments 
are  designed  to  allow  all  provinces  to  provide  their  citizens  with  some 
basic  level  of  public  services  without  resort  to  unduly  high  rates  of 
taxation.  The  other  approach — -let  us  call  it  the  efficiency  ap¬ 
proach — focuses  on  differential  net  fiscal  benefits  across  provinces.  It 
would  appear  to  be  the  case  that  the  new  RFPS  system  fits  neatly  into 
the  former  conception  of  equalization:  indeed,  it  can  be  argued  that  it 
represents  a  further  significant  shift  away  from  the  efficiency 
rationale  for  equalization. 

First  of  all,  the  RFPS  system  rejects  the  notion  of  an  interprovincial 
revenue-sharing  pool,  which  would  be  consistent  with  the  efficiency 
rationale.  Second,  a  major  rationale  underlying  the  new 
arrangements  was  the  exclusion  of  Ontario  from  being  a  recipient 
province.  This  rationale  was  crystal  clear  with  respect  to  Ottawa’s 
initial  proposal,  the  Ontario  standard,  and  it  remains  rather  obvious 
under  the  RFPS,  which  is  in  effect  an  extension  or  broadening  of  the 
Ontario  standard.  Yet  all  of  the  existing  alternative  equalization 
options  that  focus  on  equalizing  NFBs  across  provinces  generate 
positive  entitlements  for  Ontario.  In  regard  to  Ontario,  however,  the 
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RFPS  does  not  really  differ  from  the  RNAS,  except  in  that  it  excludes 
Ontario  by  the  internal  workings  of  the  formula  itself  rather  than  by 
an  arbitrary  restriction. 

But  the  RFPS  can  be  viewed  as  going  farther  than  did  the  RNAS  in 
accepting  the  concept  of  the  basic  level  of  services  as  the  goal  of 
equalization.  The  exclusion  of  Alberta  on  the  high  side  and  the  four 
Atlantic  Provinces  on  the  low  side  (with  roughly  equivalent 
population  totals  on  each  side)  can  be  seen  as  an  argument  to  the 
effect  that  the  standard  ought  not  to  be  determined  by  Alberta’s 
runaway  energy  revenues.  A  standard  based  on  the  fiscal  positions  of 
the  five  selected  provinces  is  more  representative  of  the  'basic  levels  of 
public  services’,  as  it  were,  than  would  be  a  standard  that  included 
Alberta  or  was  national. 

To  phrase  the  matter  differently,  the  resource  revenues  that  are  the 
major  source  of  differential  NFBs  across  provinces  have  been 
downplayed  considerably  in  the  new  formula.  This  is  a  move  away 
from  the  efficiency  approach. 

It  is  instructive  to  carry  on  with  this  interpretation  of  the 
downplaying  of  resource  revenues  as  a  move  toward  an  expenditure  or 
basic-public-services  approach.  The  argument  might  go  as  follows.  If 
the  presence  of  resource  revenues  has  allowed  Alberta  to  have  no  sales 
tax  and  a  low  personal  income  tax  rate,  should  not  equalization 
generated  from  resources  be  equivalent  to  what  would  have  been 
generated  had  Alberta,  instead,  imposed  a  sales  tax  and  raised  its 
personal  income  tax  rate? 

Before  one  dismisses  this  notion  outright,  it  is  critical  to  recognize 
that  this  is  exactly  what  the  RFPS  does.  Calculations  in  the  previous 
chapter  indicated  that  under  the  RFPS  each  dollar  of  resource 
revenues  that  enters  the  formula  generates  about  7  cents  in 
equalization.  Comparable  figures  for  other  major  tax  sources  (from 
Table  12.4)  are  personal  income  taxes,  7.9  cents;  business  income 
revenues,  8  cents;  retail  sales  taxes,  6.1  cents;  property  taxes,  5.8 
cents;  and  so  on. 

Lest  one  believe  that  the  general  correspondence  between  these 
figures  is  mere  happenstance,  it  is  appropriate  to  note  that  the  two 
provincial  counterproposals  advanced  during  the  period  leading  up  to 
the  adoption  of  the  RFPS  also  embodied  this  notion  of  equalizing 
resource  rents  in  such  a  manner  that  they  would  generate 
equalization  at  roughly  the  same  rate  per  dollar  as  would  the  other 
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revenue  categories.  The  Saskatchewan  proposal,  referred  to  as 
RNAS-20  because  it  would  be  the  RNAS  formula  with  20  per  cent  of 
resource  revenues  eligible  for  equalization,  would  generate 
essentially  the  same  amount  of  total  resource-related  equalization  as 
would  the  RFPS.  This  is  clear  from  Table  12.6.  Under  the  RFPS, 
1982-83  resource-related  equalization  is  $768  million.  Under  the 
RNAS  it  would  be  $1,903  million.  The  latter  figure  effectively 
embodies  50  per  cent  equalization  of  resource  revenues:  20  per  cent 
would  yield  $761  million,  essentially  identical  to  the  $768  million 
under  RFPS. 

(At  this  point  a  parenthetical  comment  is  appropriate.  Both  the 
RFPS  and  RNAS-20  yield  essentially  equal  energy -related 
equalization.  However,  in  terms  of  embodying  appropriate  and 
roughly  equal  incentives  for  resource  development,  RNAS-20  has  it 
all  over  the  RFPS.  Suppose  that  Nova  Scotia  develops  a  resource  base 
that  in  per  capita  terms  is  5  per  cent  above  the  RFPS  standard.  The 
province’s  negative  equalization  will  be  calculated  by  applying  this  5 
per  cent  to  all  provincial  revenues  for  this  source.  Under  RNAS-20, 
the  fiscal  deficiency — which  would  likely  be  less  than  5  per  cent,  since 
it  would  be  calculated  relative  to  the  national-average  rather  than  the 
five-province  base — would  apply  to  only  20  per  cent  of  all  revenues.  In 
other  words,  the  RNAS-20  would  be  far  more  sympathetic  in  terms  of 
is  effect  on  the  incentives  for  resource  development  by  'have-nof 
provinces.) 

To  continue  with  the  main  thread  of  the  argument,  the  Quebec 
proposal  is  in  some  ways  even  more  explicit  than  RNAS-20  in 
ensuring  that  resource  treatment  leads  to  the  same  equalization  per 
dollar  of  revenues  entering  the  formula  for  resource  revenues  as  for 
other  categories.  As  is  clear  in  the  appendix  to  Chapter  11,  the  fiscal 
deficiency  measures  that  are  to  be  applied  against  the  bulk  of  resource 
revenues  are  defined  as  an  average  of  the  fiscal  deficiencies  from  the 
nonenergy  revenue  sources. 

It  is,  of  course,  possible  that  the  Quebec  and  Saskatchewan 
proposals  reflect  'second-best’  positions  in  the  sense  that  these 
provinces  tailored  their  views  to  those  precepts  that  Ottawa  might  be 
expected  to  accept.  It  is  more  likely,  however,  that  they  represent  a 
rejection  of  the  NFB  approach  to  equalization  and  the  acceptance  of  an 
expenditures  or  'basic  level  of  services’  ideal.  In  any  event,  there 
appears  to  be  a  widening  gulf  between  the  economists’  conception  of 
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equalization  and  the  conception  that  emanates  from  the  various 
governments. 

One  caveat  is  in  order.  It  might  be  possible  to  reconcile  some 
aspects  of  the  RFPS  with  the  economic  arguments  for  equalization. 
Specifically,  under  the  notion  of  narrow-based  horizontal  equity  the 
provinces  are  deemed  to  have  proprietary  (constitutional)  rights  over 
their  resources  and,  hence,  resource  revenues  should  not  be  subject  to 
much  equalization.  To  make  this  argument  consistent  with  the  RFPS 
one  would  have  to  assume  that  broad-based  horizontal  equity  should 
apply  to  all  nonresource  revenues  and  narrow-based  horizontal  equity 
to  resource  revenues. 

MISCELLANEOUS  FEATURES  OF  THE  RFPS 

This  final  section  relating  to  the  assessment  of  the  RFPS  briefly 
reviews  the  manner  in  which  the  new  program  handles  some  of  the 
enduring  problems  that  were  highlighted  in  Chapter  5.  In  general, 
the  RFPS  does  little  more  to  address  these  issues  than  did  the  RNAS. 

1  Expenditure  needs.  Expenditure  needs  are  not  formally  a  part  of 
the  RFPS.  It  is  possible  to  argue,  as  has  been  done  above,  that  the 
exclusion  of  Alberta  from  the  standard  marks  a  shift  away  from 
equalizing  overall  revenues  and  toward  equalizing  'representative 
expenditures’.  However,  there  is  still  no  explicit  account  taken  of 
expenditure  needs — that  is,  the  fact  that  it  may  take  more  dollars  per 
capita  in  some  provinces  to  provide  the  basic  level  of  public  services. 
More  on  this  in  the  concluding  chapter. 

2  Moral  hazard.  The  extension  of  coverage  to  include  all  local 
revenues  has  eliminated  one  avenue  whereby  provinces  could 
influence  their  levels  of  equalization:  it  is  no  longer  possible  to  shift 
revenues  between  those  revenue  sources  that  enter  the  formula  and 
those  that  do  not.  On  the  other  hand,  the  new  formula  has  encouraged 
strategic  behaviour  in  the  resource  sector.  To  the  extent  that  they  are 
able,  'have-not’  provinces  have  an  incentive  to  collect  revenues  from 
new  resource  developments  in  terms  of,  say,  business-income 
revenues  (via  corporate  profits  taxes  or  profits  of  provincial 
government  enterprises)  rather  than  resource  royalties  or  rents.  This 
is  so  because  the  equalization  'tax-back’  rate  in  the  latter  is  likely  to 
be  at  least  100  per  cent.  Thus  it  may  be  possible  for  a  province  to 
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increase  its  overall  revenues  by  having  resource  revenues  accumulate 
in  a  revenue  category  for  which  the  province  is  'poor’  relative  to  the 
standard. 

In  Chapter  5,  attention  was  directed  to  the  Quebec  liquor  strike  and 
Quebec’s  ability  to  collect  substantial  equalization  because,  for  the 
duration  of  the  strike,  its  tax  base  for  this  category  was  reduced  to 
zero.  This  appeared  to  be  a  loophole  that  would  be  eliminated  under 
the  new  arrangements.  While  there  was  considerable  discussion  of 
the  issue,  the  loophole  remains. 

3  Gross  versus  net  revenues.  There  would  appear  to  be  an  excellent 
case  for  defining  revenues  eligible  for  equalization  as  net  of  those 
provincial  expenditures  that  are  required  to  generate  these  revenues. 
This  problem  was  mitigated  under  the  RNAS,  which  admitted  only  50 
per  cent  of  most  resource  revenues  to  the  formula.  Under  the  RFPS, 
with  full  revenue  eligibility,  the  problem  has  been  magnified.  This  is 
just  one  other  facet  of  the  very  unsatisfactory  manner  in  which  the 
RFPS  handles  resource  revenues. 

\/5 

4  Funding.  There  has  been  no  change  in  the  funding  of  equalization. 
It  is  possible  to  argue  that  the  system  has  become  more  equitable, 
since  Ottawa  now  has  access  to  more  energy  revenues.  But  energy 
revenues  perse  generate  far  smaller  amounts  of  equalization  now 
than  they  did  under  the  RNAS. 

However,  the  'visibility’  of  any  funding  inequity  has  diminished 
substantially  under  the  new  formula.  Ontario  does  not  qualify  for 
equalization  now  as  it  did  under  the  RNAS,  so  it  is  much  harder  on 
political  grounds  to  mount  the  sort  of  case  for  funding  reform  that  the 
Ontario  government  has  made  in  several  of  its  recent  budget  papers. 

This  completes  the  description,  analysis,  and  evaluation  of  Canada’s 
new  equalization  program.  The  concluding  chapter  of  the  study 
attempts  to  place  the  new  program  in  perspective  and  to  suggest  what 
changes  the  1987  arrangements  may  bring. 
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It  is  tempting  at  the  conclusion  of  any  study  to  draw  together  the 
various  strands  of  the  analysis  in  order  to  build  a  better  mousetrap,  as 
it  were.  Unfortunately,  or  perhaps  fortunately,  I  do  not  believe  that 
there  is  a  single  best  approach  to  the  design  of  Canada’s  equalization 
program.  To  put  the  matter  differently,  there  are  many  rationales  for 
equalization — economic,  political,  historical,  and,  now,  consti¬ 
tutional — and  no  one  version  of  equalization  is  likely  to  come  out  on 
top  on  all  of  these  counts.  And  even  if  one  did,  there  is  no  guarantee 
that  five  years  hence  it  would  continue  to  maintain  its  pre-eminence. 
This  much  is  amply  evident  from  the  historical  evolution  of 
equalization.  Moreover,  the  various  references  in  the  course  of  the 
study  to  the  ways  in  which  other  federations  handle  equalization  also 
lend  support  to  the  notion  that  there  is  no  such  thing  as  a  universal 
approach  to  equalization:  the  West  Germans  have  implemented  the 
equivalent  of  an  interprovincial  revenue-sharing  pool,  the 
Australians  have  adopted  a  fiscal-need  approach,  and  the  Americans 
have  no  formal  equalization  system  at  all. 

Thus  Kenneth  Wheare’s  dictum  that  'there  can  be  no  fmal  solution 
to  the  allocation  of  financial  resources  in  a  federal  system’,  only 
'adjustments  and  reallocations  in  the  light  of  changing  conditions’ 
(Wheare  1964),  certainly  rings  true.  Indeed,  it  is  difficult  to  make  the 
case  that  the  move  from  RNAS  to  RFPS  was  rooted  in  a  particular 
theoretical  mould.  Rather,  the  rationale  likely  had  to  do  with  positive 
rather  than  normative  criteria:  the  desire  to  treat  all  revenue  sources 
in  an  identical  manner,  the  belief  that  revenue  coverage  should  be 
more  comprehensive,  the  preference  for  excluding  Ontario  on  the 
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basis  of  the  formula  itself,  and  the  federal  concern  that  equalization 
remain  'affordable’  all  combined  to  ensure  that  an  approach  akin  to 
the  ROS  or  the  RFPS  would  emerge  as  the  new  program.  In  more 
general  terms  equalization  can,  and  perhaps  should,  be  viewed  as  an 
integral  but  nonetheless  malleable  component  of  the  quinquennial 
process  of  re-striking  the  'Confederation  compromise’. 

While  there  is  considerable  merit  in  this  line  of  argument — which, 
if  taken  to  its  limit,  would  result  in  an  evaluation  based  on  what 
equalization  actually  does  rather  than  what  equalization  should 
do — the  preceding  chapters  do  have  some  important  normative 
implications  relating  to  the  role  of  equalization  in  the  federation. 
However,  before  we  focus  on  these  implications,  it  is  in  keeping  with 
the  notion  that  equalization  is  responsive  to  the  economic  and  political 
environment,  as  well  as  to  underlying  analytical  principles,  to  isolate 
some  of  the  factors  that  will  likely  affect  the  bargaining  climate  in 
1987. 

PROSPECTS  FOR  THE  1987  FEDERAL-PROVINCIAL  CLIMATE 

Throughout  the  1970s  and  the  early  1980s,  concern  about  energy 
dominated  the  federal-provincial  calendar,  at  least  with  respect  to 
equalization.  Chapters  2  and  5  reviewed  in  considerable  detail  the 
manner  in  which  the  equalization  formula  was  modified  in  response  to 
the  shocks  in  domestic  and  world  energy  prices.  Energy  issues  are  not 
going  to  loom  as  large  in  1987.  For  one  thing,  the  NEP  now  gives  the 
federal  government  a  larger  share  of  overall  energy  revenues.  For 
another,  the  domestic  price  of  energy  is  now  much  closer  to  the  world 
price  than  it  was  when  the  1982  arrangements  were  being  negotiated. 
Finally,  and  probably  most  important,  the  RFPS  formula  is  relatively 
immune  to  major  swings  in  the  energy  revenues  of  the  resource-rich 
provinces. 

While  the  traditional  interaction  between  resource  rents  and  the 
equalization  formula  is  likely  to  be  far  less  significant  the  next  time 
around,  a  new  resource  issue  will  probably  come  to  the  fore:  the 
interaction  between  equalization  and  the  resource  revenues  of  'have- 
nod  (as  distinct  from  'have')  provinces.  For  ?have-not’  provinces  that 
are  not  part  of  the  five-province  standard,  the  RFPS  levies,  at  best,  a 
100  per  cent  tax  on  any  increase  in  resource  rents.  What  this  implies 
is  that  any  deal  that  Ottawa  and  Newfoundland  might  strike  with 
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respect  to  offshore  energy  sharing  would  essentially  be  irrelevant, 
since  Newfoundland’s  portion  would  be  taxed  away  fully  until  the  rent 
exceeded  the  province’s  equalization  entitlement  (whereupon  the  tax 
would  fall  to  zero).1  Everyone  agrees  that  as  provinces  become  richer 
their  equalization  should  fall.  But  for  political  as  well  as  economic 
reasons  confiscatory  taxes  can,  in  general,  never  be  implemented. 
Thus,  the  energy-related  issue  in  the  1987  negotiations  will  be  the 
manner  in  which  the  development  prospects  of  'have-not’  provinces 
relate  to  the  formula. 

A  second  factor  that  could  affect  the  1987  climate  is  the  role  of  the 
established  programs.  The  federal  decision  in  1982  to  withdraw  from 
EPF  the  funding  associated  with  the  revenue  guarantee  constituted, 
in  the  eyes  of  many  provinces,  one  of  the  most  flagrant  violations  ever 
of  co-operative  federalism.  There  are  also  other  ways  in  which 
Ottawa’s  recent  concern  with  accountability  and  visibility  could  once 
again  heighten  federal-provincial  tension.  The  provisions  of  the 
Canada  Health  Act  that  effectively  reconditionalize  parts  of  the 
established  program  funding  could  be  carried  farther  afield. 
Moreover,  the  forthcoming  report  of  the  Macdonald  Royal  Commission 
is  likely  to  make  recommendations  that  will  challenge  the  status  quo 
with  respect  to  both  the  division  of  powers  and  the  federal-provincial 
institutional  framework.  This,  too,  could  be  a  factor  in  the  1987 
renegotiations. 

A  third  and  related  factor  that  will  likely  influence  the  next  set  of 
negotiations  is  fiscal  restraint,  which  will  probably  be  the  order  of  the 
day.  There  are  two  points  to  be  made  here.  One  is  straight¬ 
forward — namely,  that  the  monies  available  for  federal-provincial 
transfers  will  surely  fall  short  of  provincial  demands.  In  times  of 
overall  restraint,  the  renegotiation  of  financial  transfers  is  bound  to 
be  fraught  with  tension.  The  second  point  is  more  complex.  Recall 
that  during  the  1982  renegotiations  the  federal  government  argued 
that  it  was  bearing  too  much  of  the  overall  deficit  in  the  system  and 
that,  as  a  result,  established  program  funding  should  be  reduced. 
Indeed,  one  of  the  arguments  used  by  Helliwell  and  Scott  in 
recommending  their  interprovincial  revenue-sharing  pool  to  the  1981 
Parliamentary  Task  Force  was  that  the  fiscal  'surplus’  was  now 
located  at  the  provincial  level.  Essentially,  the  underlying  issue  for 
the  next  set  of  negotiations  is  the  following:  which  level  of 
government  will  have  the  relative  fiscal  surplus  in  1990?  In  other 
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words,  which  expenditure  categories  are  likely  to  expand  over  the 
next  ten  years?  How  will  the  aging  of  the  population  affect  the  growth 
of  health  expenditures,  for  example?  While  this  is  a  Vertical  balance’ 
issue  (to  fall  back  on  the  terminology  of  Chapter  3),  whereas 
equalization  relates  to  'horizontal  balance’,  it  is  clear  that  the  manner 
in  which  the  system  comes  to  grips  with  the  former  may  have  an 
important  influence  on  the  latter.  A  deterioration  in  vertical  balance, 
from  the  provinces’  point  of  view,  might  lead  to  an  erosion  of  the 
heretofore  general  acceptability  of  a  comprehensive  equalization 
program  designed  to  offset  any  horizontal  imbalance. 

Thus,  while  one  cannot  forecast  the  1987  climate  with  any  degree  of 
certainty,  the  number  of  potentially  contentious  issues  does  seem 
sufficient  to  guarantee  that  the  fiscal  arrangements  will,  once  again, 
be  negotiated  in  a  tension-ridden  environment.  I  have  some 
recommendations  to  offer  regarding  the  bargaining  process  itself,  but 
first  I  want  to  focus  on  what  might  be  in  store  for  the  equalization 
program  in  1987. 

IMPLICATIONS  FOR  EQUALIZATION 
Challenging  the  five-province  standard 

I  suspect  that  high  on  the  reform  agenda  will  be  a  questioning  of  the 
new  five-province  standard.  Concern  will  likely  centre  around  two 
issues.  The  first  relates  to  those  theoretical  features  of  the  new 
program  that  lead  to  situations  in  which  a  change  in  a  province’s 
position  can  result  in  either  an  increase  or  a  decrease  in  equalization, 
depending  on  whether  the  affected  provinces  are  in  or  out  of  the 
standard.  Even  though  the  practical  implications  of  some  of  these 
analytical  features  may  on  occasion  not  be  very  significant,  the 
criticisms  of  these  features  will  carry  considerable  weight  because 
they  represent  characteristics  that  hitherto  have  not  been,  and 
presumably  should  not  be,  incorporated  in  an  equalization  program. 
The  second  issue  relates  to  the  'nonrepresentative’  nature  of  the  new 
standard  when  it  comes  to  resource  rents.  This  issue  will  come  to  the 
fore  when  'have-not’  provinces  begin  to  be  assessed  100  per-cent-plus 
'tax  rates’  on  their  increases  in  resource  revenues. 

However,  the  options  for  sorting  this  out  next  time  around  are 
likely  to  be  limited  by  certain  other  features  of  the  RFPS.  For 
example,  it  is  unlikely  that  any  revenue  sources  will  be  dropped  in 
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1987,  given  that  the  history  of  the  representative  tax  approach 
between  1967  and  1982  was  a  gradual  but  sure  movement  toward 
increasing  comprehensiveness  of  coverage,  and  that  now  virtually  all 
provincial  and  local  revenues  enter  the  formula. 

If  these  concerns  are  indeed  uppermost  in  1987,  then  the 
alternative  with  the  inside  track  would  appear  to  be  RNAS-20,  the 
Saskatchewan  proposal.  First  of  all,  in  terms  of  assessing  fiscal 
deficiencies  and  excesses,  it  restores  the  national-average  standard  for 
all  revenue  categories.  Second,  even  though  only  20  per  cent  of 
resource  revenues  would  be  eligible  for  equalization,  this  20  per  cent 
eligibility  would  generate  essentially  the  same  aggregate  energy- 
related  equalization  as  does  the  RFPS.  Unlike  the  RFPS,  however, 
the  RNAS-20  would  provide  ample  incentive  for  resource  development 
in  'have-nof  provinces.  Even  though  RNAS-20  would  be  a  move  away 
from  conformity  of  treatment  in  terms  of  revenue  eligibility,  the  20 
per  cent  provision  can  be  defended  in  terms  of  the  Boadway-Flatters- 
ECC  analysis  or  the  Parliamentary  Task  Force  rationale.  Third, 
comprehensiveness  of  coverage  could  be  maintained  under  RNAS-20, 
in  the  sense  that  the  existing  range  of  revenue  coverage  could  be 
continued  with  overall  cost  implications  roughly  similar  to  those  for 
the  RFPS.  Finally,  RNAS-20,  like  the  RFPS,  would  exclude  Ontario 
on  the  basis  of  the  formula  itself. 

Ironically  enough,  the  major  drawback  of  the  RNAS-20  is  closely 
related  to  one  of  its  benefits.  With  only  20  per  cent  of  resources 
entering  the  formula,  a  province  with  overall  per  capita  revenues 
above  the  national  average  level  could  continue  to  receive 
equalization.  Saskatchewan  might  well  fall  into  this  category,  and  so 
might  Quebec  or  an  Atlantic  province  if  hydro  or  offshore  revenue 
were  to  mushroom.  The  20  per  cent  eligibility  would  surely  encourage 
resource  development  relative  to  the  RFPS,  but  it  could  also  lead  to 
'over-equalization’  for  some  provinces.  Nonetheless,  the  RNAS-20  is  a 
viable  option,  the  more  so  because  it  would  lead  to  an  equalization 
flow  from  energy  (at  least  for  1982)  almost  identical  in  total  to  the  flow 
arising  from  the  RFPS. 

Intriguingly,  the  introduction  of  RFPS  has  also  made  macro 
formulas  far  more  viable  for  1987  than  they  were  in  1982.  This  occurs 
because  the  RFPS  has  characteristics  that  are  quite  close  to  those  of  a 
macro  formula.  Because  the  RFPS  downplays  energy  to  the  point 
where  the  number  of  cents  of  equalization  generated  by  each  dollar  of 
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energy  revenues  entering  the  formula  is  roughly  equivalent  to  that 
generated  by  each  dollar  of  the  nonresource  revenues,  it  would  be  a 
much  smaller  step  to  move  from  the  RFPS  to  a  macro  approach  than  it 
would  have  been  to  move  from  the  old  RNAS  formula  to  a  macro 
formula.  Such  a  move  would  still  involve  a  major  change  in  the 
analytical  underpinnings  of  equalization,  but  in  terms  of  both  the 
total  level  of  payments  and  the  distribution  across  recipient  provinces 
the  transition  would  not  be  substantial. 

The  objection  to  a  macro  formula  is  similar  to  the  objection  to 
RNAS-20.  A  resource-rich  province  might  still  come  out  with  a  fiscal 
deficiency  in  terms  of  a  single  macro  indicator.  This  is  where  a 
variant  of  the  Quebec  proposal  has  considerable  appeal.  Despite  the 
proposal’s  outward  complexity,  the  principles  underlying  it  are  quite 
straightforward.  Essentially,  it  takes  a  representative-tax-system 
approach  to  a  macro  formula,  confusing  as  this  may  appear  at  first 
blush.  Thus  the  aggregate  fiscal  deficiency  is  defined  as  the  average 
of  a  province’s  deficiencies  and  excesses  across  most  of  the  nonresource 
revenues.  This  approach  guarantees  much  more  stability  in  the 
estimates  of  each  province’s  fiscal  deficiency  or  fiscal  excess  than 
would  the  use  of,  say,  gross  domestic  product  as  the  measure  to  define 
deficiencies  and  excesses.  But  where  the  Quebec  proposal  is  really 
innovative  is  in  its  treatment  of  resource  revenues.  Basically,  its 
purpose  is  to  ensure  that  resource-rich  provinces  are  not  able  to 
qualify  for  equalization.  As  was  noted  in  the  appendix  to  Chapter  11, 
there  are  one  or  two  problems  with  the  manner  in  which  the  proposal 
treats  energy,  but  by  and  large  a  few  selective  alterations  could 
probably  minimize  these  problems. 

Equalization  and  the  economic  rationale 

In  terms  of  what  might  be  in  store  for  1987,  I  am  much  less  optimistic 
about  the  chances  of  those  approaches  to  equalization  that  have  as 
their  goal  the  equalization  of  NFBs  across  provinces.  The 
Parliamentary  Task  Force  was  adamant  that  they  not  be  considered. 
Moreover,  the  new  constitutional  provision  relating  to  equalization 
can  be  interpreted  as  excluding  an  interprovincial  revenue-sharing 
pool  as  an  option  for  the  formal  equalization  program.  However,  in 
principle,  nothing  precludes  the  provinces  from  mounting  their  own 
second  tier  for  resources.  Practice  will  likely  be  different. 
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What  might  and  should  be  in  the  cards  for  1987  is  a  more  concerted 
effort  to  define  resource  bases  in  a  more  comprehensive  manner. 
Considerable  effort  has  already  gone  into  the  measurement  of  hydro 
rents  and  although  the  estimates  vary  considerably  with  the 
underlying  methodology  further  research  is  desirable.  A  province 
should  not  be  able  to  increase  its  equalization  because  it  decides  to 
pass  on  resource  rents  to  consumers  in  the  form  of  below-market 
prices  rather  than  collect  these  rents  in  the  form  of  provincial  taxes  or 
royalties.  Presumably  the  requirement  that  resource  bases  be  defined 
more  appropriately  could  be  part  of  the  overall  package  that  would  be 
put  in  place  to  reduce  the  present  confiscatory  tax  rates  associated 
with  resource  development  under  the  RFPS. 

Equalization  and  fiscal  need 

Equalization  based  on  fiscal  need  is,  I  think,  preferable  in  principle  to 
equalization  that  focuses  only  on  the  revenue  side.  However,  the 
practical  difficulties  that  would  have  to  be  sorted  out  in  designing  a 
'representative  expenditure  system’  are  such  that  a  fiscal  need 
approach  will  probably  not  be  viable  for  1987. 

There  is,  however,  one  aspect  of  the  fiscal-need  proposal  outlined  in 
Chapter  9  that  is  worthy  of  further  consideration.  This  is  the  notion 
that  the  equalization  program  ought  to  be  more  closely  integrated 
with  the  rest  of  the  federal-provincial  financial  interface.  Specifically, 
if  the  purpose  of  equalization  is  to  ensure  that  all  provinces  have 
access  to  revenues  sufficient  to  deliver  reasonably  comparable  public 
services  at  reasonably  comparable  tax  rates,  then  it  should  follow  that 
if  there  are  major  changes  in  the  funding  of  other  programs  (such  as 
CAP  or  EPF)  the  equalization  program  should  adjust  accordingly.  It 
would  probably  be  much  easier  to  incorporate  this  concept  in  a 
program  that  took  explicit  account  of  expenditures.  The  notion  of 
equalization  as  an  overarching  program  that  takes  account  of  the  full 
range  of  provincial  revenues  (including  federal-provincial  transfers) 
and  then  guarantees  to  deliver  an  amount  sufficient  for  provinces  to 
meet  their  needs  does,  in  my  view,  have  considerable  appeal. 

In  this  context  it  is  worth  looking  at  what  happened  to  Manitoba  in 
the  1982  negotiations.  Like  the  other  provinces,  Manitoba  found  its 
EPF  transfers  reduced  by  the  withdrawal  of  the  two  tax  points 
associated  with  the  revenue  guarantee.  However,  unlike  the  Atlantic 
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Provinces,  for  example,  it  also  found  that  its  equalization  payments 
fell  in  absolute  terms  as  a  result  of  the  switch  to  the  RFPS.  For  a 
three-year  period  this  fall  will  be  cushioned  somewhat  by  the 
transitional  guarantees.  I  have  no  trouble  accepting  the  fact  that  over 
time  the  economic  position  of  certain  provinces  will  change  and  that, 
as  a  result,  their  equalization  flows  should  also  change.  But  what 
happened  between  fiscal  years  1981-82  and  1982-83  to  justify  a  shift 
in  equalization  away  from  Manitoba  and  towards  the  Atlantic 
Provinces?  The  'official’  answer  is,  of  course,  that  the  RFPS  generated 
the  new  numbers.  Yet  this  is  not  an  adequate  answer  in  terms  of  any 
of  the  underlying  rationales  for  equalization:  why  should  Manitoba 
bear  the  costs  of  a  formula  designed  to  ensure  that  Ontario  will  not 
end  up  as  a  'have-not’  province?  One  can  of  course  fall  back  on  the 
argument,  highlighted  above,  that  equalization  has  now  become  just 
another  program  up  for  grabs  in  the  quinquennial  federal-provincial 
fiscal  struggle.  But  it  is  precisely  this  high  degree  of  politicization 
that  is  likely  to  erode  the  general  acceptance  that  Canada’s 
equalization  program  has  hitherto  enjoyed. 

A  second  rationale  for  Manitoba’s  plight  would  run  as  follows. 
Under  the  RNAS  there  were  really  two  'standards’  for 
equalization — one  for  provinces  with  per  capita  incomes  below  the 
national  average  level  and  another  for  provinces  whose  per  capita 
incomes  exceeded  the  national  average  level  (i.e.,  the  personal  income 
override).  As  the  1982  negotiations  drew  near,  it  became  clear  to  the 
federal  government  that  in  order  to  move  back  to  a  single  standard 
and  at  the  same  time  exclude  Ontario  from  equalization  the  level  up  to 
which  all  provinces’  revenues  were  to  be  brought  would  have  to  be  less 
than  the  national  average  level.  Indeed,  it  would  have  to  be  less  than 
the  Ontario  per  capita  average.  And  not  surprisingly,  this  is  how  it  has 
worked  out.  From  Table  4.6,  the  RFPS  average  tax  base  per  capita  is 
91  per  cent  of  the  national  average  level  and  the  comparable  figure  for 
Ontario  is  94  per  cent.  Thus,  from  the  vantage  point  of  the  new 
standard,  a  relatively  'rich’  have-not  province  like  Manitoba  can  be 
viewed  as  having  received  'over-equalization’  during  the  1977-82 
period.  Clearly  a  more  appropriate  strategy,  given  that  the  standard 
was  to  be  lowered,  would  have  been  to  generate  a  gradual  fall  in 
equalization  payments.  To  be  sure,  the  transitional  payments 
associated  with  the  RFPS  will  cushion  Manitoba’s  financial  position. 
Nonetheless,  the  unexpected  fall  in  the  rate  of  growth  of  Manitoba’s 
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equalization  combined  with  an  equivalent  unexpected  and  dramatic 
fall  in  established  programs  financing  has  wrought  havoc  with 
Manitoba’s  budgetary  process.  Surely  the  role  of  equalization  in  the 
federation  is  not  to  generate  unexpected  windfall  gains  and  losses 
aross  the  provinces. 

It  is  in  this  same  light  that  one  has  to  evaluate  the  latest 
equalization  initiative — the  agreement  between  Ottawa  and  Nova 
Scotia  for  sharing  offshore  revenues. 

Equalization  and  the  Nova  Scotia  deal 

As  was  indicated  in  the  postscript  to  Chapter  2,  a  deal  has  been  struck 
between  Nova  Scotia  and  the  federal  government  to  shelter  this 
province’s  offshore  revenues  from  the  impact  of  the  equalization 
formula.  The  details  of  this  legislation  will  not  be  reproduced  here. 
However,  it  is  important  to  highlight  three  features  of  the  legislation 
in  order  to  assess  its  implications  for  1987: 

—  The  legislation  will  override  whatever  equalization  program 
happens  to  be  in  effect  when  the  offshore  revenues  begin  to  flow  in. 

—  The  amount  of  revenue  involved  is  likely  to  be  substantial,  since 
Nova  Scotia  is  guaranteed  all  revenues  from  offshore  (except  the 
federal  corporate  income  tax  collections)  until  the  province’s  fiscal 
capacity  exceeds  110  per  cent  of  the  national  average.  (This  110  per 
cent  figure  will  be  adjusted  upward  by  2  percentage  points  for  every  1 
percentage  point  that  Nova  Scotia’s  unemployment  rate  exceeds  the 
national  average  level.) 

—  The  legislation  effectively  provides  that  Nova  Scotia’s  equalization 
will  be  calculated  by  including  only  10  per  cent  of  offshore  revenues  in 
the  formula  in  year  one,  20  per  cent  in  year  two,  and  so  on. 

This  is  an  incredible  piece  of  legislation.  It  will  surely  undermine  the 
high  degree  of  general  acceptance  hitherto  accorded  to  equalization  in 
the  federation.  Other  agreements  of  this  type  are  sure  to  follow,  and 
the  net  result  will  be  that  equalization  will  cease  to  be  formula-based 
and  it  could  well  degenerate  into  a  program  determined  principally  by 
political  and  paternalistic  considerations.  The  implications  go  well 
beyond  this,  however.  The  result  of  the  1982  fiscal  arrangements  was 
to  pull  back  on  established  programs  funding  and  to  ’regionalize’ 
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equalization— that  is,  to  shift  equalization  payments  away  from 
Manitoba  and  Quebec  and  toward  the  Atlantic  region.  This  shift  has 
in  itself  served  to  strain  the  overall  relationship  between  vertical  and 
horizontal  balance  in  the  federation.  All  of  the  four  Atlantic 
Provinces  already  have  access  to  overall  revenues  per  capita 
(corrected  for  tax  effort)  in  excess  of  those  available  to  Manitoba, 
Quebec,  and  Ontario.2  Consequently,  to  shelter  a  revenue  increase  in 
one  of  the  Atlantic  Provinces  from  the  workings  of  the  equalization 
program  is  to  run  the  very  serious  risk  of  having  equalization  join  the 
set  of  programs  that  generate  regional  tension  rather  than  national 
unity.  It  seems  to  me  that  the  way  is  now  open  for  some  province  to 
take  the  overall  equalization  program  (including  the  offshore  deal)  to 
the  courts,  on  the  grounds  that  it  runs  afoul  of  the  new  equalization 
provision  of  the  constitution. 

The  Nova  Scotia  deal  is  troublesome  on  other  grounds  as  well. 
Saskatchewan  does  not  have  access  to  all  energy  revenues  (except  the 
federal  income  tax)  until  it  achieves  a  per  capita  fiscal  capacity  equal 
to  110  per  cent  of  the  national  average.  Why  should  Nova  Scotia  be 
different? 

These  concerns  aside,  the  rationale  for  this  offshore  deal  essentially 
derives  from  the  characteristics  of  the  RFPS,  and  indeed,  the  issue  has 
been  highlighted  throughout  the  evaluation  of  the  new  equalization 
program:  the  RFPS  incorporates  a  100  per-cent-plus  offset  for 
revenues  arising  from  resource  developments  in  'have-not’  provinces. 
The  offset  becomes  even  greater  to  the  extent  that  provinces  have  to 
spend  money  to  develop  the  resource  base.  As  was  noted  earlier,  it  is 
virtually  impossible,  politically,  to  collect  such  confiscatory  taxes. 
Largely  for  this  reason,  the  RFPS  program  incorporates  minimum- 
guarantee  provisions  that  prevent  equalization  from  falling  too  much 
from  one  year  to  the  next  (see  Chapter  11  for  the  details  of  these 
provisions).  However,  under  the  provisions  of  the  offshore  pact,  Nova 
Scotia’s  equalization  could  continue  to  rise  from  one  year  to  the  next 
(as  was  pointed  out  in  the  postscript  to  Chapter  2). 

It  seems  to  me  that  the  Nova  Scotia-Ottawa  deal  increases  the 
urgency  for  redesigning  the  equalization  program.  Assuming  that 
this  offshore  pact  will  override  the  existing  equalization  program, 
emphasis  must  be  put  on  ensuring  that  the  implications  of  such  an 
agreement  are  minimized.  Once  again,  this  would  call  for  a  move 
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toward  a  program  such  as  RNAS-20,  which  would  minimize  the 
equalization  offset  of  resource  developments. 

To  maintain  a  program  such  as  the  RFPS,  with  its  confiscatory 
taxes,  and  to  strike  up  arbitrary  deals  with  selected  provinces  to 
render  the  formula  inoperative  for  particular  revenue  sources  will 
surely  undermine  the  historical  role  and  conception  of  equalization 
within  the  federation. 

SOME  NOTES  ON  THE  BARGAINING  PROCESS 
The  Tax  Structure  Committee 

Students  of  federalism  tend  to  look  longingly  on  the  deliberations  of 
the  Tax  Structure  Committee  of  the  mid-1960s.  Among  other  things, 
they  gave  Canada  the  representative-tax-system  approach  to 
equalization.  To  be  sure,  the  1960s  were  generally  a  period  of 
plenty — conflicts  in  the  federal-provincial  arena  were  relatively  easy 
to  resolve  in  a  context  of  overall  economic  growth.  This  is  in  sharp 
contrast  to  1987,  when  slow  growth  and  restraint  may  dominate  the 
environment.  Nevertheless,  it  is  instructive  to  review  the  mandate  of 
the  Tax  Structure  Committee: 

The  Committee  is  directed. ..to  study  and  to  report  upon  the 
following  matters...  : 

1  Trends  to  be  expected  during  1967-72  in  public 
expenditures  by  the  federal  government,  the  provinces  and  the 
municipalities,  taking  into  account  the  broad  priorities  likely 
to  be  accorded  by  governments  to  expenditures  on  major 
programmes  that  will  compete  for  available  funds; 

2  The  problems  involved  in  financing  these  expenditures  and 
their  relationship  to  the  economic  circumstances  to  be 
expected,  the  probable  levels  of  costs  of  public  services  and 
facilities,  and  the  prospective  levels  of  government  debt; 

3  The  general  policy  to  be  followed  in  respect  of  shared-cost 
programmes  during  the  period  1967-72; 

4  The  tax  fields  that  should  be  used  exclusively  by  the  federal 
government  and  by  the  provinces  and  municipalities,  and  the 
fields  in  which  joint  occupancy  is  desirable; 

5  The  arrangements  to  be  made  in  respect  of  jointly-occupied 
tax  fields; 
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6  The  relation  of  equalization  grants  to  the  fiscal 
requirements  and  fiscal  capacities  of  the  provinces,  and  the 
best  of  equalization  arrangements  for  the  period  1967-72; 

7  Future  intergovernmental  liaison  on  fiscal  and  economic 
matters; 

8  Other  related  matters.  (Canada  1966,  5-6) 

A  proposal  for  an  Interprovincial  Fiscal  Secretariat ’ 

For  whatever  reason,  the  Tax  Structure  Committee  was  short-lived 
and  there  appears  to  have  been  little  effort  to  resurrect  it.  It  is 
understandable  why  the  federal  government  may  prefer  that  such  an 
institution  not  exist.  What  puzzles  me  is  why  the  provinces  have  not 
attempted  to  put  something  in  its  place.  After  all,  most  if  not  all  of  the 
programs  that  fall  under  the  umbrella  of  the  fiscal  arrangements  are 
under  the  constitutional  responsibility  of  the  provinces.  Yet  it 
appears  that  the  provinces,  individually  and  collectively,  remain  very 
much  passive  observers  between  the  five-year  reviews  and  then 
become  aroused,  often  passionately  so,  when  the  federal  government 
unveils  its  proposals  for  the  next  set  of  arrangements.  Typically,  this 
is  far  too  late  in  the  day  for  them  to  have  much  impact. 

While  I  recognize  that  the  Fiscal  Arrangements  Act  is  an  act  of  the 
federal  Parliament,  it  nevertheless  seems  desirable  that  the  provinces 
improve  their  ability  to  have  substantial  input  into  the  renegotiation 
process.  To  this  end,  I  recommend  that  the  provinces  establish  an 
'Interprovincial  Fiscal  Secretariat’  that  would  play  a  fact-finding  and 
research  role  on  a  continuing  basis  with  respect  to  the  fiscal 
arrangements;  it  might  also  be  called  upon  to  play  either  a  leading  or 
an  ancillary  role  in  the  deliberations  leading  up  to  the  next  set  of 
fiscal  arrangements.  There  is  much  that  such  an  institution  could  do. 
For  example,  it  could  provide  information  and  estimates  relating  to 
the  manner  in  which  the  aging  of  the  population  is  going  to  influence 
the  major  expenditure  and  tax  responsibilities  that  fall  under  the 
federal  and  the  provincial  domains.  This  information  on  the  prospects 
for  vertical  balance  for  the  1990s  is  absolutely  vital  background 
information  for  the  1987  renegotiations.  Such  an  organization  could 
also  move  in  the  direction  of  standardizing  provincial  accounting 
practices  and  thereby  make  it  much  easier  to  compare  provincial  fiscal 
positions.  This  data  base  could  also  be  used  to  begin  the  development 
of  a  'representative  expenditure  system’,  should  the  provinces  so 
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wish.  Most  important  of  all,  the  Secretariat  would  be  able  to  provide 
the  needed  overview  or  perspective  with  respect  to  the  whole  range  of 
programs  falling  under  the  purview  of  the  fiscal  arrangements.  In  my 
view,  it  is  within  this  general  framework  that  the  equalization  needs 
of  the  provinces  can  best  be  assessed. 

There  is,  of  course,  no  guarantee  that  such  a  Secretariat  would 
enhance  the  bargaining  power  of  the  provinces.  Indeed,  this 
consideration  should  not  even  be  among  the  criteria  by  which  one 
would  judge  whether  it  were  a  success  or  not.  Rather,  there  is  a  need 
for  the  provinces  to  take  a  national  point  of  view  on  many  issues,  the 
fiscal  arrangements  among  them.  The  current  situation  in  which 
some  of  the  provinces  are  in  effect  abandoning  their  interest  in  the 
equalization  program  because  they  are  now  in  the  have’  category  is 
not  a  healthy  one.  Equalization  is  more  than  a  program  for  'have-not’ 
provinces.  It  is  part  and  parcel  of  our  national  fabric.  It  is  important 
that  all  provinces  maintain  an  interest  in  it,  and  an  institution  such 
as  the  In  ter  provincial  Fiscal  Secretariat  might  provide  the 
appropriate  means  to  achieve  this  result. 

CONCLUSION 

Canada’s  equalization  program  has  come  a  long  way  since  its 
beginnings  in  1957.  It  has  become  an  integral  part  of  the  financial 
interface  between  the  two  levels  of  government.  However,  it  is 
probably  the  case  that  Canadians  tend  to  look  upon  equalization  as  a 
program  only  for  the  'have-not’  provinces.  But  this  is  far  too  narrow  a 
conception  of  the  role  of  equalization  in  the  federation.  The  federal’ 
and  'nationhood’  rationales  for  equalization  (highlighted  in  Chaper  3) 
embody  conceptions  of  equalization  that  are  national  in  scope. 
Moreover,  the  system  of  equalization  payments  is  what  has  allowed 
the  federation  to  decentralize  via  the  transfer  of  direct  taxation  to  the 
provinces.  To  the  extent  that  this  greater  fiscal  autonomy  via  the  tax 
system  is  in  the  interests  of  the  'have’  provinces,  they  too  are 
beneficiaries  of  equalization. 

There  is  also  a  role  for  an  equalization  program  to  enhance  overall 
efficiency — to  ensure  that  geographical  mobility  of  factors  is  motiv¬ 
ated  by  market  rather  than  fiscal  criteria.  In  this  sense,  too, 
equalization  can  take  on  national  overtones.  However,  while  the 
potential  exists  for  equalization  to  enhance  efficiency,  it  seems  highly 
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unlikely  that  any  of  Canada’s  recent  equalization  programs  could  be 
defended  on  efficiency  grounds.  Indeed,  it  would  appear  that  the 
RFPS,  like  the  RNAS  before  it,  inhibits  the  optimal  outmigration 
from  the  eastern  provinces  to  Ontario  and  encourages  excess 
migration  from  Ontario  to  the  energy-producing  provinces.  While  this 
situation  represents,  in  my  view,  a  significant  shortcoming  of  the 
existing  equalization  program,  it  is  important  to  recognize  that 
economic  efficiency  is  only  one  of  many  rationales  for  an  equalization 
program. 

In  general,  then,  it  is  probably  not  an  overstatement  to  assert  that 
equalization  has  become  an  essential  part  of  the  glue  that  binds  us 
together  as  a  nation.  The  enshrining  of  equalization  in  the 
Constitution  Act  of  1982  reflects  the  place  that  equalization  has  come 
to  occupy  in  the  political  and  economic  life  of  the  federation.  However, 
there  are  storm  clouds  on  the  horizon.  The  1987  revision  of  the  fiscal 
arrangements  will  certainly  be  tension-ridden.  Established  program 
transfers  will  again  be  a  source  of  contention,  given  the  implications 
of  the  Canada  Health  Act  and  of  the  politics  and  economics  of  fiscal 
restraint.  The  RFPS  is  probably  headed  for  considerable  reform, 
given  its  obvious  deficiencies.  But  overshadowing  any  specific 
concerns  relating  to  the  RFPS  formula  is  the  Ottawa-Nova  Scotia 
offshore-energy  deal,  which  will  override  whatever  equalization 
program  happens  to  be  in  force  when  these  revenues  come  on  stream. 
The  possibility  of  a  movement  of  Canada’s  equalization  program  away 
from  a  formula-based  system  to  a  province-specific  system  cannot  be 
discounted  if  the  offshore  arrangement  is  generalized.  There  is  no 
doubt  in  my  mind  that  this  possibility  presents  the  most  severe 
challenge  in  the  history  of  Canada’s  equalization  program  and  that 
because  of  it  the  1987  arrangements  will  represent  a  watershed  in  the 
evolution  of  the  program. 

NOTES 

1  The  obvious  exception  to  this  would  be  a  deal  that  overrode  the  equalization 
program.  As  noted  in  the  postscipt  to  Chapter  2,  the  Ottawa-Nova  Scotia  'deal’  does 
just  this,  as  does  the  recent  pact  between  Newfoundland’s  premier,  Brian  Peckford, 
and  the  Progressive  Conservative  leader,  Brian  Mulroney.  The  implications  of  these 
deals  wall  be  addressed  later  in  this  chapter. 

2  This  information  is  derived  from  panel  3  of  Tables  4.6  and  4.7.  Essentially,  one 
divides  the  indices  for  1981-82  in  Table  4.6  by  the  corresponding  tax  effort  indices  in 
Table  4.7. 
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A  note  on  the  analytics  of  the 
RFPS  equalization  formula 

Thomas  J.  Courchene  and  David  E.  Wildasin* 


For  fifteen  years,  from  1967  to  1982,  Canada’s  equalization  program 
was  geared,  in  principle  at  least,  to  ensuring  that  provinces  had  access 
to  the  all-province  average  of  per  capita  revenues  for  a  wide  but  not 
encompassing  set  of  provincial  revenues.  This  approach  to 
equalization  has  come  to  be  known  as  the  representative  tax  system 
(RTS)  approach.  However,  since  the  standard  of  equalization  was  the 
all-province  or  national  average,  we  shall  refer  to  this  system  as  the 
representative  national-average  standard  (RNAS).  Since  April  1982, 
a  new  system  has  prevailed,  namely  the  representative  five-province 
standard  (RFPS).  As  the  name  suggests,  the  poorer  provinces’ 
revenues  are  now  to  be  brought  up  to  the  level  of  the  five  provinces 
that  make  up  the  standard.  These  are  Ontario,  Quebec,  Manitoba, 
Saskatchewan,  and  British  Columbia.  Excluded  from  the  RFPS  are 
the  richest  province  (Alberta)  and  the  four  poorest  (the  Atlantic 
Provinces).  This  switch  from  the  RNAS  to  the  RFPS  has  already 
generated  a  substantial  policy  literature.  The  purpose  of  this  paper  is 
more  analytical  in  nature — to  focus  on  the  properties  of  the  new  RFPS 
formula  both  in  isolation  and  in  comparison  with  the  RNAS 
approach.1 

The  first  section  of  the  paper  presents  the  basic  formulae  for  the 
RNAS  and  RFPS  approaches.  Following  sections  deal  in  turn  with  the 
impact  on  equalization  of  tax  rate  changes,  tax  base  changes,  and 
population  movements.  As  one  might  expect,  the  results  for  the  RFPS 
formula  depend  upon  whether  a  province  is  part  of  the  group  of 
provinces  making  up  the  representative  average  standard. 

*  David  E.  Wildasin  is  a  member  of  the  Department  of  Economics  of  Indiana  University. 
This  paper  was  written  while  both  authors  were  visiting  Queen’s  University. 
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THE  RNAS  AND  RFPS  FORMULAE 
The  base  per  capita  formulation 

In  per  capita  terms,  the  RNAS  formula  can  be  expressed  as  follows: 


where 

Eij  =  equalization  to  province  i  from  revenue  source  j, 

tc j  =  the  national  average  (i.e.,  all-province)  tax  rate,  defined  as  total  revenues 

for  revenue  source  j  (TRj),  divided  by  the  total  base  for  source  j(BCj), 
where  subscript  c  refers  to  Canada  or  the  all-province  total, 


=  national  average  per  capita  base  for  revenue  category  j,  and 
c 


B . . 
ij 

p  =  province  is  per  capita  base  for  source  j. 
i 

For  each  province  the  entitlements  are  summed  over  the  revenue 
sources  and  the  total,  if  positive,  is  the  province’s  per  capita 
equalization  payment.  If  the  total  is  negative,  the  equalization 
payment  is  set  equal  to  zero  (i.e.,  the  program  is  not  an  interprovincial 
revenue-sharing  pool). 

If  one  assumes  that  province  i’s  tax  rate  is  identical  to  the  national 
average  tax  rate  (i.e.,  ttJ  —  tCJ),  the  intuitive  rationale  underlying 
equation  A.l  is  straightforward — a  province  will  receive  in  total  per 
capita  revenue  (i.e.,  own  revenues,  tLJ  .  BlJ/Pl  ,  plus  equalization)  an 
amount  equal  to  the  product  of  the  national  average  base  and  the 
national  average  tax  rate.  In  effect,  it  levies  its  tax  rate  against  the 
national  average  base. 
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The  RFPS  formula  is  similar  except  that  the  provinces’  overall 
revenues  are  brought  up  to  the  per  capita  yield  at  national  average 
rates  in  the  five  provinces  constituting  the  RFPS: 


E.. 

ij 

P. 

i 


where 


(A.r  > 


p  =  the  per  capita  base  for  source j  in  the  RFPS  provinces. 

R 

The  population-share  formulation 

For  certain  of  the  experiments  that  follow  it  is  more  convenient  to 
work  with  the  population-share  versions  of  these  formulae.  For  the 
RNAS 


(A. 2) 


which  follows  from  rearranging  the  terms  of  equation  A.l.  The 
intuition  here  is  that,  for  tLJ  —  tCJ,  a  poor  province’s  overall  revenues 
for  any  revenue  source  will  equal  its  population  share  of  total 
revenues  (TRj)  for  this  source. 

The  corresponding  population-share  formulation  under  the  RFPS 
approach  is  not  quite  as  straightforward: 


E . . 
IJ 


B 


Rj 


TR  . 
B  .  J 
cj 


B 


(A. 2’ ) 


where  Brj/Bcj,  henceforth  denoted  as  B j,  is  the  share  of  the  total  base 
located  in  the  RFPS  provinces. 

From  equations  A.l  and  A.l*  it  is  clear  that,  for  any  given  revenue 
source,  equalization  will  be  higher  under  the  RFPS  formulation  if  the 
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RFPS  per  capita  base  exceeds  the  RNAS  per  capita  base. 
Equivalently,  and  intuitively,  the  RFPS  equalization  for  poor 
provinces  will  be  larger  if  Br/Bc  >  Pr/Pc  ;  that  is,  if  the  Five  RFPS 
provinces  have  a  larger  share  of  the  tax  base  than  they  have  of  the 
population. 

We  now  proceed  to  focus  on  some  of  the  properties  of  the  formulas. 
CHANGING  TAX  RATES 

From  equations  A.l  and  A.l',  the  impact  on  per  capita  equalization  of 
an  increase  in  a  province’s  own  tax  rate  is  straightforward:  (B lJ/BCJ)DlJ 
for  the  RNAS  and  (B ij/Bcj)D\j  for  the  RFPS,  where  DtJ  and  D\j  are, 
respectively,  the  fiscal  deficiencies  (bracketed  terms)  in  equations  A. 2 
and  A. 2*.  In  other  words,  if  a  province  is  poor  in  terms  of  a  particular 
base  (i.e.,  if  D  is  positive),  per  capita  equalization  will  increase  by  an 
amount  equal  to  this  deficiency  times  the  increase  in  own  (and,  hence, 
overall)  revenues,  BtJ,  divided  by  the  national  base.  Equalization  per 
capita  for  a  poor  province  will  also  increase  if  the  tax  rate  increases  in 
another  province,  by  (B l*J/BCJ)DlJ  for  the  RNAS  and  by  (B i*j/B cj)D'ij  for 
the  RFPS  (where  the  asterisk  denotes  a  province  other  than  province 
i).  Obviously,  under  both  the  RNAS  and  the  RFPS,  a  small  province 
such  as  Nova  Scotia  will  benefit  more  from  equalization  if  a  large 
province  such  as  Ontario  (with  a  larger  BtJ)  increases  its  tax  rate  than 
if  Nova  Scotia  increases  its  own  tax  rate. 

For  this  experiment  the  fact  that  some  provinces  are  included  in  the 
RFPS  and  some  are  not  is  of  no  consequence.  However,  this  is  not  the 
case  for  the  remaining  experiments. 

CHANGING  OWN  TAX  BASES 
The  RNAS 

Assume  that  a  province’s  own  tax  base  increases,  ceteris  paribus. 
Intuitively,  this  will  have  two  contrary  effects  on  equalization.  The 
province  will  now  be  richer,  so  that  equalization  will  fall  on  this  count. 
On  the  other  hand,  overall  revenue  will  increase,  which  will  increase 
equalization.  As  will  be  seen,  the  former  effect  will  dominate.  Let  GtJ 
and  G\j  represent  the  'gaps’  in  equations  (A. 2)  and  (A. 2');  that  is, 
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Assuming  once  again  that  ttJ  —  tCJ,  the  effect  of  a  base  increase  in 
province  i  under  the  RNAS  is: 


(A. 3) 


Per  capita  equalization  will  fall,  as  one  would  expect,  and  this  fall 
will  be  larger  for  more  sparsely  populated  provinces.  Of  more  interest 
is  what  happens  to  the  change  in  the  province’s  overall  revenues, 
including  own  revenues.  Noting  that  the  province’s  total  revenue 
from  tax  source  j  is  RtJ  =  tLJ  BtJ  +  EtJ,  one  can  easily  show  that 


(A. 4) 


In  other  words,  overall,  the  province’s  revenues  will  increase  by  an 

o 

amount  equal  to  the  product  of  its  population  share  and  the  tax  rate. 
This  is,  of  course,  a  desirable  property  in  the  sense  that  one  would  not 
want  total  revenues  to  decrease  as  a  province  became  richer. 
However,  if  the  province’s  tax  rate  is  less  than  the  national  average 
tax  rate,  it  is  possible  for  the  province’s  overall  revenues  to  fall  as  it 
becomes  richer.3 

The  RFPS 

If  the  province  is  one  of  the  five  provinces  making  up  the  RFPS,  the 
result,  not  surprisingly,  is  virtually  identical  to  that  for  the  RNAS: 


413 


Equalization  payments 


dR..  .  P  .  \ 

— ^  =  (t..  -  t  .  )  (1+  P .  G\. )  +  t  .  (  —  ). 

SB..  V  V  j  ij  cJ\PnJ  (A. 6) 

ij  R 

(To  derive  this  see  equation  S.3  in  the  annex.)  With  ttJ  —  tCJ,  a 
province’s  overall  revenues  will  increase,  and  this  increase  will  be 
larger  than  the  RNAS  increase  since  it  depends  on  the  province’s 
population  share  not  of  Pc  but  of  Pr. 

Matters  are  very  different  if  the  province  is  not  part  of  the  five- 
province  standard  because  an  increase  in  a  province’s  base  will  not 
increase  the  RFPS  base;  that  is,  the  term  B^/Brj  will  be  larger.  Under 
these  circumstances,  overall  revenue  changes  arising  from  an 
increase  in  are 

dR.. 

■ — ■ -  =  (t.  -  t  .)  (1+  {3 .  G' ..). 

dB..  ij  cj  j  ij  (A. 7) 

ij 

If  tjj  —  tCJ ,  the  loss  offset  will  be  100  per  cent ;  that  is,  a  province  will 
not  gain  from  an  increase  in  its  own  base.  Indeed,  it  will  lose  unless  its 
own  tax  rate  is  greater  than  the  national  average  rate.  This  is  a  rather 
perverse  feature  of  the  RFPS  formula,  to  say  the  least.4 

CROSS-BASE  CHANGES 

Under  the  RNAS,  province  is  equalization  will  rise  if  some  other 
province’s  base  increases.  This  is  clear  from  equation  A.l.  The  effect 
on  V s  equalization  from  an  increase  in  i*’ s  base  is: 


(t...  -  t  .)  G  +  t  . 

IJ  CJ  IJ  CJ 


(A. 8) 


A  similar  expression  occurs  under  the  RFPS  approach  when 
province  i*  is  part  of  the  standard: 
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,  for  i*  in  R , 


(A. 9) 


where  R  is  the  set  of  representative  provinces. 

Once  again,  the  situation  is  different  if  the  province  that  increases 
its  tax  base  is  not  part  of  the  standard: 


-  =  U  .)  (3 .  G\  . ,  for  i*  not  in  R, 

dB.±.  n  cj  j  ij 

i*  i 


(A. 10) 


With  t[*j  =  tCJ,  a  base  increase  in  a  non-RFPS  province  will  have  no 
effect  on  province  i’s  equalization.  This  is  evident  from  equation 
A.l' — a  base  increase  in  a  non-RFPS  province  does  not  affect  the 
bracketed  term  and  will  not  affect  tCJ  if  the  base  increase  is 
proportional  to  the  increase  in  provincial  revenues.  However,  if  the 
province  has  a  tax  rate  less  than  the  national  average  rate,  province 
i’s  equalization  will  fall — again,  an  intuitively  perverse  result.5 

INTERPROVINCIAL  BASE  SHIFTS 

What  happens  when  the  tax  base  shifts  from  one  province  to  another? 
In  order  to  make  this  experiment  more  realistic,  it  is  convenient  to 
visualize  it  in  terms  of  a  shift  in  a  corporation’s  headquarters  from  one 
province  to  another,  which  will  shift  the  allocation  of  profits  across 
provinces.6  In  what  follows,  we  are  assuming  that  the  only  change  is 
in  the  base — that  is,  we  are  neglecting  any  accompanying  population 
movements,  etc.  If  the  base  moves  from  another  province  i *  into 
province  i  under  RNAS,  the  effect  on  total  revenues  is: 

dR.  dR. 

-  -  - -  =  (t.  -  t  . )  +  (f ..  -  f .*. )  G.. . 

dB..  dB ...  lJ  cj  lJ  n  lJ  (A.l  1) 

ij  i*J 

Thus,  if  tax  rates  across  provinces  are  identical,  this  will  not  result 
in  an  increase  in  province  is  total  revenues:  there  is  a  100  per  cent 
offset.  In  other  words,  the  province  is  fully  compensated  for  a  loss  in 
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its  base  to  another  province  and  vice  versa  (recalling  that  we  are 
neglecting  any  accompanying  population  shifts,  etc.). 

The  same  basic  result  holds  for  province  i  under  the  RFPS  provided 
that  (a)  province  i  and  the  other  province  i*  are  both  out  of  the 
standard  or  (b)  province  i  and  the  other  province  i*  are  both  in  the 
standard.  However,  if  the  receiving  province  is  in  the  RFPS  (e.g., 
Manitoba)  and  the  sending  province  is  not  (e.g.,  Nova  Scotia),  then 
Manitoba  will  benefit  in  terms  of  overall  revenues  (assuming  all  tax 
rates  are  identical): 


dR. 


dB 
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=  (t  -  t  .  )  +  u..  - 

y  CJ  y  1  j 


)  p.G'..  +  t  . 
J  iJ  cj 


(A. 12) 


But  if  the  receiving  province  is  Nova  Scotia  (not  in  the  RFPS)  and 
the  sending  province  is  Manitoba  (in  the  RFPS),  Nova  Scotia’s  overall 
revenues  will  fall: 


dR .  dR  P  .  . 

— -  -  —  =  (t  .  -  t  .)+  (f..  -*.*.)  p.G*..  -  f  .  (  —  J. 

dB..  dB  y  cj  ij  i*j  j  ij  cj  \p  J  (A. 13) 

y  i*j  R 

The  intuition  underlying  these  last  two  results  can  be  drawn  from 
equation  A. 1'.  The  increase  in  BtJ  will  be  the  same  in  both  cases.  But 
in  the  first  case  Bpj  (the  total  base  in  the  RFPS)  will  increase,  whereas 
in  the  shift  from  Manitoba  to  Nova  Scotia  Bpj  will  fall. 

This  is  another  rather  questionable  feature  of  the  RFPS.  In  effect, 
it  means  that  the  equalization  compensation  that  Quebec,  for 
example,  will  receive  from  losing  a  corporate  headquarters  will  be 
larger  if  the  corporation  moves  to  Ontario  than  it  will  be  if  the 
corporation  moves  to  Alberta. 

POPULATION  SHIFTS 
Population  shifts;  no  shift  in  base 

There  are  several  experiments  one  could  conduct  with  respect  to 
population  shifts.  We  shall  restrict  ourselves  only  to  shifts  in 
population  among  the  provinces  (i.e.,  keeping  Pc  fixed).  Even  here, 
two  sorts  of  experiments  are  possible:  (a)  population  shifts  that  do  not 
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affect  the  base  and  (b)  population  shifts  that  do  affect  the  base.  The 
former  relate  to  the  resource  revenue  categories  while  the  latter  relate 
to  categories  such  as  personal  income  taxes  and  sales  taxes,  where  it  is 
obvious  that  a  shift  in  population  will  also  affect  a  province’s  base. 

To  deal  first  with  those  revenue  categories  where  population 
movements  do  not  affect  the  base,  it  is  clear  from  equation  A. 2  that  an 
increase  in  the  population  of  province  i,  ceteris  paribus,  will  increase 
its  RNAS  equalization.  Of  more  interest  is  what  happens  to  its  per 
capita  equalization.  Will  it  increase  as  well?  The  answer  is  yes:  a 
one-unit  shift  in  population  from  province  i*  to  province  i  will  change 
Ejj/Pi  according  to 


d(E../P.)  d(E../P.) 

ij  i  ij  i 


dP.  dP  * 

i  i* 


(A. 14) 


In  effect,  per  capita  equalization  increases  because  the  population 
inflow  will  generate  a  proportional  increase  in  equalization  plus  a 
further  amount,  as  the  province  is  now  poorer  in  terms  of  per  capita 
base.  The  term  in  A.  14  represents  this  second  impact;  the  First  is 
subsumed  in  the  experiment  itself,  since  we  are  focusing  on  per  capita 
equalization.  Note,  however,  that  if  the  province  in  question  has  a 
zero  base  (i.e.,  BtJ  =  0),  per  capita  equalization  will  be  unchanged; 
that  is,  it  cannot  get  'poorer’  in  terms  of  its  endowment  of  this  base. 
For  some  revenue  categories,  such  as  energy  revenues,  many 
provinces  do  indeed  have  a  zero  base. 

Under  the  RFPS,  equation  A.  14  also  obtains  if  both  the  sending  and 
receiving  provinces  are  included  in  the  RFPS  or  if  both  are  excluded. 
However,  if  the  population-receiving  province  is  excluded  and  the 
sending  province  is  included  in  the  RFPS,  the  per  capita  equalization 
increase  will  be  greater  than  that  in  equation  A.  14  (see  equation  S.7 
in  the  annex).  This  occurs  because,  from  equation  A.F,  not  only  does 
B^/Pj  fall,  but  Bpj/Pp  rises,  since  Pp  is  now  lower. 

The  opposite  occurs  if  the  receiving  province  is  in  the  RFPS  and  the 
sending  province  is  not;  that  is,  one  subtracts  the  above  term  from  the 
expression  in  equation  A.  14.  If  the  province  in  question  has  a  zero 
base  (e.g.,  the  Atlantic  Provinces  for  the  energy  revenue  sources)  then 
per  capita  equalization  falls,  since  the  term  in  equation  A.  14  becomes 
zero. 


417 


Equalization  payments 


Population  and  base  shifts 

A  population  shift  will  also  have  an  impact  on  the  tax  base  for  revenue 
sources  other  than  the  resource  categories,  since  the  migrant  will 
carry  with  him  a  bundle  of  income  and  spending  characteristics.  Let 
this  tax  base  accompanying  the  migrant  be  BnlJ  for  source  j  ( Bmj  has 
the  dimensions  of  dollars  of  base  per  person).  Under  the  RNAS 
scheme  we  can,  from  equation  A.l,  obtain  the  total  derivative  relating 
to  a  move  from  province  i*  to  province  i: 


d(E../P.) 

ij  i 


dP. 

i 


U..  -  f.*.  ) 


ij 


i*j 


PB  D 

i  mj  ij 

B  . 
cj 


(A. 15) 


The  first  term  relates  to  total  revenues  that  enter  the  formula.  If 
province  i  has  a  higher  tax  rate  than  province  i*t  then  total  revenues 
from  this  source  will  be  higher  (or  tCJ  will  increase),  which  will 
increase  per  capita  equalization.  The  second  term  relates  to  the 
impact  that  the  migrant  will  have  on  a  province’s  relative  base. 
Assuming  that  all  provinces’  tax  rates  are  equal  (so  that  the  first  term 
is  zero),  immigration  to  province  i  will  increase  per  capita 
equalization  if  Bmj  <  B1J/Pl ;  that  is,  if  the  migrant  has  a  lower  base  for 
this  source  than  the  existing  residents.7  It  should  be  pointed  out  that 
equation  A.  14  is  really  a  special  case  of  equation  A.  15,  corresponding 
to  Bmj  =  0. 

'  As  usual,  equation  A.  15  also  obtains  for  the  RFPS  if  sending  and 

receiving  provinces  are  either  both  in  or  both  out  of  the  standard 

» 

(except  that  DtJ  becomes  D  tJ).  When  the  sending  province  is  outside 
the  RFPS  and  the  receiving  province  inside,  then  the  change  in  per 
capita  equalization  becomes: 


d(E../P.)  t  .  , 

ij  i  ci  Kj  \ 

— -  -  equation  A. 15  +  I  B  .  —  -  I  . 

dPt  PR  \  mJ  PR  )  (A. 16) 

The  intuitive  reason  for  this  additional  increase  in  equalization  (for 
Bmj  >  BRj/Pr)  is  that  it  enriches  the  RFPS  standard;  that  is,  it 
increases  BRj/PR.  The  result  is  symmetric  in  the  sense  that  if  the 
assumptions  are  reversed  (i.e.,  if  the  sending  province  is  in  and  the 
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receiving  province  out),  then  the  rightmost  term  in  equation  A.  16  is 
prefixed  by  a  negative  sign.  For  Bmj  >  Brj/Pr,  the  migrant’s 
departure  from  the  RFPS  lowers  the  standard  and  lowers  everyone’s 
equalization  payment. 

Interestingly  enough,  these  results  can  be  generalized  to  a  case  in 
which  province  i  is  the  third  party — that  is,  in  which  migration  occurs 
between  two  other  provinces.  If  all  three  provinces  have  identical  tax 
rates,  there  will  be  no  effect  on  province  i  under  the  RNAS  or  under 
the  RFPS  if  both  of  the  other  provinces  are  either  in  or  out  of  the 
standard.  However,  a  move  of  population  from  Ontario  (in  the  RFPS) 
to  Nova  Scotia  (outside  the  representative  provinces)  would,  for  Bmj  > 
Brj/Pr,  lower  equalization  for  Newfoundland.  This  is  clear  from 
equation  A.l',  since  the  only  variable  that  would  change  is  Brj/Pr , 
which  would  fall.  The  amount  of  this  decrease  is  tCJ/P r  (B  mj  -  Brj/Pr), 
the  rightmost  term  in  equation  A.  16.  Similarly,  Newfoundland’s 
equalization  would  increase  by  this  amount  if  the  migration  flow  went 
from  Nova  Scotia  to  Ontario,  again  assuming  that  B  rnj  >  Brj/Pr. 

CONCLUSION 

Canada’s  new  equalization  formula  incorporates  some  rather  perverse 
effects  in  comparison  with  the  old  RNAS  formula.  As  detailed  above, 
these  are  likely  to  include  marginal  rates  of  implicit  taxation  of  over 
100  per  cent  on  resource  development.  In  addition,  some  effects 
depend  sensitively  on  whether  changes  in  population  or  economic 
activity  involve  representative  provinces,  nonrepresentative 
provinces,  or  both.  In  our  view,  the  latter  aspect  of  the  new  formula  is 
particularly  troublesome,  since  it  leads  to  incentives  where 
equalization-receiving  provinces  are  not  neutral  with  respect  to 
development  prospects  elsewhere  in  the  federation.  These  differential 
locational  impacts  can  be  significant,  a  point  that  has  been  dealt  with 
elsewhere  by  Courchene  (1983b). 

NOTES 

1  We  do  not  attempt  to  take  the  financing  of  the  equalization  program  into  account  in 
our  discussion.  Rather,  we  are  concerned  solely  with  the  implications  of  the  RNAS 
and  RFPS  formulas  for  the  interprovincial  allocation  of  equalization  flows.  The 
annex  to  this  appendix  focuses  on  the  derivations  of  the  main  equations  that  follow. 

2  Since  the  RNAS  formula  allowed  only  one-half  of  energy  revenues  to  enter  the 
formula,  it  provided  an  even  greater  incentive  for  a  poor  province  to  engage  in 
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resource  development.  Correcting  for  this  requires  that  one  add  a  term,  %tc  j,  to 
equation  A. 4. 

3  The  relevant  expression  is: 


(A. 5) 


where  the  first  term  is  negative  if  t[j  <  tCj. 

4  As  noted  above,  this  perversity  can  arise  under  the  RNAS  as  well.  It  is  obviously 
more  pronounced,  however,  for  a  nonrepresentative  province  under  the  RFPS.  The 
fact  that  under  the  RFPS  resource  bases  no  longer  receive  special  treatment  (see  note 
2  above)  accentuates  this  possibility. 

5  As  before,  this  perverse  result  can  occur  under  the  RNAS  as  well.  But  because 
province  i  does  not  receive  its  per  capita  share  of  the  (representative-rate)  revenue 
flowing  from  i*’ s  extra  base,  it  is  more  likely  to  occur  under  the  RFPS.  Incidentally, 
the  statement  in  the  text  assumes  G\j  >  0,  i.e.,  that  i  is  a  'have-not’  province  for  base 
j.  The  results  are  reversed  if  G\j  <  0. 

6  By  agreement  among  the  provinces,  the  allocation  of  profits  of  a  multiprovince 
corporation  is  determined  by  the  following  formula 
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=  the  proportion  of  the  corporation’s  wage  bill  in  province  i. 
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7  The  expression  for  total  revenues  (own  revenues  plus  equalization)  is: 
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Thus,  if  province  i  has  a  lower  tax  rate  than  do  other  provinces,  its  total  per  capita 
revenues  will  fall  if  the  characteristics  of  the  in-migration  are  such  that 
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mj 
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A  number  of  the  results  in  the  technical  appendix  are  stated  without 
detailed  derivations  and/or  are  presented  for  special  cases  (e.g.,  when 
a  provincial  tax  rate  is  assumed  to  equal  the  national  average).  Here 
we  present  necessary  derivations  and  more  general  results.  The 
sections  of  this  supplement  are  keyed  to  the  sections  of  the  appendix. 
Equation  numbers  in  the  supplement  are  prefixed  by  the  letter  S. 

CHANGING  TAX  RATES 

The  results  cited  in  the  text  follow  directly  from  equations  A.l  and 
A.l*,  noting  the  definition  tCJ  =  ( Z i  ty  B lj)/( Z i  B LJ) . 

CHANGING  OWN  TAX  BASES 
The  RNAS 

From  equation  A. 2  we  have 
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(S.l) 


from  which  equation  A. 3  follows  if  ttJ  —  tCJ.  The  change  in  revenue 
from  all  sources  is  thus 


Annex 


which,  from  equation  S.l  and  the  definition  of  Gy,  is  just  equation  A. 5 
of  footnote  3.  This,  of  course,  reduces  to  equation  A. 4  if  tXJ  —  tCJ. 

The  RFPS 

The  change  in  equalization  associated  with  a  change  in  base  is 
computed  from  equation  A. 2’  and  yields,  for  i  belonging  to  R, 
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Adding  A  to  this  expression  yields  equation  A. 6. 

If  province  i  is  not  in  R,  the  second  and  last  terms  after  the  first 
equation  in  S.3  do  not  appear,  and  we  find  instead  that 
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Again,  adding  t  to  account  for  the  change  in  own-revenue,  we  get 

IJ 

equation  A. 7. 


CROSS-BASE  CHANGES 
From  A. 2  under  RNAS  we  have 
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=  «.*.  -  t  )G.  +  t  .  —  , 
lj  CJ  IJ  CJ\P  ) 


which  is  equation  A. 8.  For  the  RFPS  case  where  i*  belongs  to  R,  we 
have 
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which  reduces  to  equation  A. 9.  When  i*  is  not  in  R,  the  second  and 
last  terms  following  the  first  equality  in  S.5  do  not  appear,  and  we  get 
equation  A.  10. 

INTERPROVINCIAL  BASE  SHIFTS 

To  get  equation  A. 11,  simply  subtract  equation  A. 8  from  equation  A. 5 
in  note  3. 

Under  the  RFPS,  if  both  i  and  i*  are  among  the  representative  five 
provinces,  we  can  subtract  equation  A. 9  from  equation  A. 6  to  obtain 


dR  . .  dR  . . 

_ y  _ _ ij_ 

dB..  as.*, 
y  1  j 

which  is  quite  analogous  to  equation  A.  11.  The  same  result  holds  if 
neither  i  nor  i*  are  in  the  representative  group;  in  that  case, 
subtracting  equation  A.  10  from  equation  A. 7  yields  equation  S.6. 

To  derive  equation  A. 12,  subtract  A.  10  from  A. 6.  To  derive 
equation  A.  13,  subtract  A. 9  from  A. 7. 
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POPULATION  SHIFTS 
Population  shifts ;  no  shift  in  base 

Equation  A. 14  follows  directly  from  differentiation  of  equation  A.l 
with  respect  to  Pu  holding  Pc  constant.  The  same  result  holds  under 
the  RFPS  if  Pr  is  constant;  that  is,  if  either  both  i  and  i*  belong  to  R  or 
neither  do.  We  then  have  from  equation  A.l': 
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When  i  belongs  to  R  and  i*  does  not,  it  is  obvious  that  the  sign  on  the 
second  term  is  reversed. 


Population  and  base  shifts 

To  obtain  equation  A.  15,  simply  note  that  dBt,/dP  —  B  and  that 
dB^IdP^—  —Bmj.  Then,  from  equation  A.l, 

d(E../P.)  ,dt  ..  d(B../P.) 

— =  U  d  -*  *L_L 

dP .  \  dP  J  lJ  CJ  dP 

i  i  i 


B 


=  {t..  -  t  *.  )  D  . 


mj 


ij  i  J  ij  B  . 

cj 


t  . 
cj 

P 

i 


which  yields  equation  A.  15.  Since 
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we  obtain  the  expression  in  note  7. 
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From  equation  A.l',  we  see  that  the  result  is  identical  under  the 
RFPS  if  both  i  and  i*  belong  to  R ,  since  the  migration  leaves  Brj/Pr 
unaffected.  This  is  also  true  if  neither  i  nor  i*  are  in  R.  If,  however,  i 
is  and  i*  is  not  in  R,  we  must  add  the  term 


d{BRj  PR 
t  — - 

CJ  dP . 


(S.10) 


as  indicated  in  equation  A.  16,  while  the  sign  is  reversed  if  i  is  not  in  R 
and  i*  is. 
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Equalization  Payments: 
Past,  Present,  and  Future 

THOMAS  J.  COURCHENE 


This  study  presents  a  comprehensive  analysis  and  evaluation  of  Canada’s 
system  of  equalization  payments. 

Following  a  brief  introduction  and  overview,  Part  II  focuses  on  the  evolution 
of  Canada’s  equalization  formula  from  its  inception  in  1957  through  to  the 
enshrining  of  the  principle  of  equalization  in  the  Constitution  Act,  1982.  Also 
featured  are  the  forerunners  of  the  program  such  as  Rowell -Sirois  and  the 
statutory  subsidies  of  the  BNA  Act. 

Part  HI  provides  the  analytical  foundations  for  equalization.  Attention  is 
directed  to  political,  constitutional,  and  economic  rationales  for  equalization. 

Part  IV  evaluates  the  Representative  National  Average  Standard  (RNAS) 
approach  to  equalization  which  held  sway  from  1967  until  its  replacement  by 
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